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Exploring the Real World 
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Dear Student... 


The Fourth Edition focuses on a business perspective by using examples from the business world to 
illustrate accounting concepts. Information on featured companies, organizations, their products, and 
services is included for educational purposes only, and does not represent or imply endorsement of the 
Glencoe Accounting program. The following companies appear throughout the text: 


Chapter 1 ol 
World Wildlife Fund 
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Web Address: www. lahuey.com 
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DreamWorks SKG 


Home Office: Universal City, CA 
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American Airlines 


Home Office: Fort Worth, TX 
Web Address: www.aa.com 
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Wendy’s International 
Home Office: Dublin, OH 

Web Address: www.wendys.com 





Chapter 6 


Ben & Jerry’s Homemade, Inc. 
Home Office: South Burlington, VT 
Web Address: www.benjerry.com 
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King Ranch, Inc. 
Home Office: Kingsville, TX 
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The Timberland Company 
Home Office: Stratham, NH 
Web Address: www.timberland.com 
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Structure of This Book | 


Your book contains 6 units. Each unit is divided into chapters; each chapter is divided into 
sections. There are a total of 28 chapters. This structure, together with numerous special features, 
will help you learn and apply various accounting concepts and procedures to the real business world. 


The Unit Opener includes a short introduction and a colorful topic 
photograph that sets the stage for what you will learn in the unit. 
















The Chapter Opener helps you 
organize your study of chapter 
concepts. Learning objectives let 
you preview what you will learn 
in the chapter. You also get a 
chance to explore a real world 
business. Special features like 
Workplace Connections provide an 
opportunity for you to apply 
your accounting knowledge. 


PLL 






Recording 
Transactions in 
a General Journal 


i Ben & Jerry/s Ice Cream and Frozen 


sed old-fashioned rock salt ce cream 








Have you ever kept a daily 
journal of the things that happen 
SEM during your day? The general 
journal of a business is similar. The daily 












finanaal happenings are recorded there. Your 












The Check Your 
Understanding 
activities and prob- 
lems provide 
immediate rein- 
forcement and help 
you apply account- 
ing concepts. 









What do you think? 
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SORBET MW) 
Ben & Jerry's Homemade, Inc. ha re 

Source Documents accompany each Business 


Transaction Analysis Model to help you visualize 
the forms used by real businesses. 









I this chapter 
Vavestigate 
1. In your workplace, why is i important to 







keep accurate records of daily transachons? 
2. List five business transactions that happen 
in your workplace 
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INSIDE YOUR BOOK 


The Chapter Summary visually lists 
key concepts in the chapter for quick 


review and reference. 











The Chapter Review and Activities help 
you review important accounting terms, con- 
cepts, and procedures. Various activities offer 
you an opportunity to apply your critical 

thinking and decision-making skills. 
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The Chapter 
Problems 
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accounting 
skills and 
enhance your 
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chapter content 
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Introduction to 
Accounting 





In this unit... 

Accounting plays a vital role in the day-to-day activities of every 
business. In this first unit, you will learn about career planning, 
the variety of career opportunities available in accounting, and 
the importance of accounting in today’s business environment. 
Accounting records and reports help businesses operate efficiently— 


and profitably—by keeping track of how much is 





earned and how much is spent. 

Accounting is so much a part of the business 
world that much of its terminology has become a 
part of our everyday language. Throughout this book, 

you will learn why accounting has been called the 


“language of business.” 


Coming together is the beginning. 
Keeping together is progress. 
Working together is success. 
—Henry Ford 
American Automobile Manufacturer 
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Learning Objectives 


When you have completed this 
chapter, you will be able to: 


p> Describe how personal skills, 
values, and lifestyle goals affect 
career decisions. 





Find information about a variety 
of careers. 










Find specific information 
regarding careers in accounting. 






p Set career goals. 






» Describe the types of businesses 
and organizations that hire 
accountants. 










Define the accounting terms 
introduced in this chapter. 






World Wildlife Fund 
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THINKING ABOUT A CAREER 


Do you know what tigers, black rhinos, and giant pandas have in 
common? All three have uncertain futures because their numbers 
are dwindling. Poachers and land development threaten their 
survival. 

The World Wildlife Fund, a nonprofit organization, works 
to save endangered species. Not so long ago, the bald eagle—the 
national symbol of the United States—was on the endangered species 
list. Today, thanks to the WWF and other conservationists, the bald 
eagle is once again thriving and has been removed from the 
endangered list. The WWF raises and spends millions of dollars 
each year on its efforts to protect animals and their habitats. 

The World Wildlife Fund employs accountants, writers, 
fund-raisers, and many other professionals who care about wildlife 
and their habitats. 


What do you think? 

. What job skills or interests do you think you would need to work 
for an organization like the World Wildlife Fund? 

. What kinds of interests do you think would attract someone 


e. 






to such an organization? Sa 


Fe 


You and the World of Accounting 
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Workplace Connections 


It's tough to figure out what you 
want to do with the rest of your life! 
Career counselors say that most 
people will have six to seven different careers 
throughout their lives. Some of us change 
careers entirely—from architect to teacher, or 
from freelance writer to photographer. Others 
a stay within the same industry, but change 
=" specialties—from book designer to Web site 
designer, or from pediatrician to emergency 
mee care physician. 


‘Pnvestigate: 


1. What type job do you have now or have 
you had in the past? Is it in a field you might 
continue to work in? 

2. Imagine yourself in five years. What type of 
job do you have? Where are you living? 
What skills are you using? 

3. Look at other people—your parents, other 
relatives, friends, coworkers, and people in 
the news. Do any of them have a career that 
you might enjoy? What skills would you 
need for this career? 


fy 
Bi 

















What You'll Learn 
* How personal interests 
and skills, values, and 

lifestyle goals affect 
career decisions. 
° Where to find informa- 
tion on possible careers. 
* Howto set career goals. 


Why It's Important 


A successful career 
begins with identifying your 
interests and skills and 
putting them to work for 
you. As consumers, we buy 
goods from merchandising 
businesses daily. Under- 
standing the nature of 
these transactions is key 
to accounting for a 
merchandising business. 


(KEY IO 


skills 

values 

lifestyle 

personality 

personal interest tests 
networking 








Exploring Careers 





Film producer? Animation engineer? Web site designer? History 
teacher? Pediatrician? Financial analyst? Environmental conservation 
consultant? Who me? 


Choosing a Career 


Let's face it: Not many of us know what we want to do with the rest 
of our lives, especially when we're still in high school. You may be think- 
ing, “I'll just take some liberal arts courses in college and something will 
come up” or “I'll just work for a while to make some money and then fall 
into a career.” You know what? Something may come up, and you may 
just fall into a career; but if you ask people who really love what they do, 
odds are that they took some time to really get to know themselves and 
what turned them on. 

Danielle and Steve have been friends since their freshman year. Like 
most students, they’ve been too wrapped up with classes, homework, 
and activities to give thought to what their lives will be like after high 
school. This all changed at the start of their final year. Steve sees his 
senior year as the end of a long haul, but Danielle sees it as the beginning 
of a whole new life. 


Closing his locker door with 
his elbow, Steve turns 
to see Danielle smiling 
at him. 

“Hey Dani! How’s it going?” 

“Great,” says Danielle, hold- 
ing up her class schedule. 
“They say the last year 
in high school is always 
the best.” 

“What are you taking?” 





“Let’s see. I’ve got chemistry, 
literature, algebra, speech, and accounting.” 

“Ouch, tough schedule! Did you say accounting? I would’ve 
never guessed you to be a number cruncher.” 

“I don't think I want to just ‘crunch numbers.’ I’ve always aced 
math, so I figured if I take accounting now, I'll know if I really 
like it enough to study it as a career. Besides, there are tons of 
ads in the paper for accounting jobs. If you're good at it, you 
can write your own ticket. Think about it: Companies need 
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employees who know how to run their businesses. Plus it’s not 
just sitting ata desk crunching numbers. My aunt is a financial 
advisor. She loves her job and travels all over the world.” 

“Slow down, Dani, it’s only your senior year in high school. Don't you 
think it’s a bit too soon to be playing career woman?” 

“The sooner the better, Steve!” 

“Maybe you're onto something here.” 


Unlike a job, which is simply work for pay, a career is built on a foun- 
dation of interest, knowledge, training, and experience. Have you given any 
thought to what you may want your career to be? If your answer is no, you're 
not alone. 


Assess Your Career Vision 


Before choosing a career, you'll want to do a little soul-searching. The 
more you know about yourself, the easier it will be to make career choices. 


e What are your personal interests and skills? 

e What are your values, and how will they affect your career? 
e What lifestyle interests you? 

e How will your personality affect a career choice? 


Too many questions? You have all the answers; you just 
don’t know it yet! 


Your Interests, Skills, and Traits 


You're more likely to enjoy a career that uses your in- 
dividual interests, skills , and traits. Skills are activities that 
you do well. Take John King, for example. When John was 
a kid, he built an elaborate fort in his backyard. As a 
teenager John studied the architecture of major metropol- 
itan cities. When he got out of high school, he was offered 
a job at a graphics company making calendars. The pay was 
good, but John lost interest and decided to go back to 
school to study his true passion, architecture. Today John is a partner in a 
successful architecture firm in Los Angeles, and he loves his job. 

Are you good at math? Do you write well? Are you creative? Do you like 
to meet lots of new people, or like John, do you enjoy building things? Every- 
one has different skills and abilities—it’s the combination that gives you a 
unique selling point. Here are some skills that employers have identified as 
being valuable. Although these skills are useful in a variety of situations, the 
chart on the next page provides examples of careers that require these skills 
and traits. 

How many of these traits do you have? Make a list. It will come in handy 
when you begin to consider careers that interest you. 


Values 


One way to get to know yourself better is to examine your values. 
Values are the principles you live by and the beliefs that are important to 
you. It sounds good on paper, but values are really about actions, not words. 


Section 1 





Donations 

The World Wildlife 
Fund operates mostly 
on donations from people, 
charitable foundations, 
government, and corpora- 
tions. The largest portion of 
the Fund’s revenue, about 
40 percent, comes from 
individuals. 
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Determining a 
Career Path 


Assessing VOUr 


interests, skills, and 
personality traits will 
help you determine a 


career path. 
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SKILLS & TRAITS CAREER EXAMPLE . 


Fine arts and humanities careers, such as actor, 


Creative thinking = 
artist, or musician 


Knowing how to Training or teaching careers, such as business 
learn consultant or training coordinator 


Health-related careers, such as surgeon, dental 


Responsibili 
5 hygienist, or home health aide 


Hospitality and recreation careers, including 
cruise director, hotel manager, or park ranger 


Friendliness 


Honesty Child care workers, veterinarians, and other 
family and consumer science workers 


Financial planners, accountants, and other 
business and office careers 


Analytical Construction careers, including surveyors, 
general contractors, or electricians 


Any of the public service careers, such as teaching, 
fire fighting, or serving in the armed forces 


Self-control Entrepreneur or manager 


£ \ x i . . . . 
Salllesiconi Communications and media occupations, such as 
computer artist or book editor 


For example, if you like to spend your free time volunteering at a 
local hospital or community center, one of your values might be 
helping others. 

What you value and believe may change as you get older. Most 
people, though, have a basic set of values that they follow through- 
out their life. As you read this section, think about your personal 
beliefs. Remember, values are actions, not aspirations. Which 
values are important to you? Can you think of careers that would 
benefit from these values? 

Responsibility. Being responsible means being dependable 
and taking positive actions, such as showing up on time to take a friend 
to an appointment or honoring a commitment. If you value 
responsibility, you might think about a career as a super- 







visor or Manager. 

Achievement. You value achievement if you 
want to be a success in whatever you do. I know, 
you're thinking, “Who doesn’t want to be a suc- 
cess?” The truth is that wanting and achieving 
are two different things. For example, if you take 
the initiative to train outside of regular practices 
to make first string on the basketball team, you 
value achievement. 

Relationships. If you especially value inter- 
action with your friends and family, relationships are 


important to you. 


After all, sharing the joy of your accomplishments is half the 
fun. Those who value these types of connections might avoid 
occupations that require a lot of travel and might base thei 
career decisions on the ability to live close to family and friends. 

Compassion. Do you care deeply about people, ani- 
mals, or special causes? For you, a Compassionate Career May 
outweigh all the money in the world. For example, if you love 
being around animals, you might enjoy a career in animal 
research or the marine sciences. 

Courage. Courage is not just being brave in the face of 
physical danger. Courage is also the ability to overcome other 
fears. For example, it takes courage to make a speech to the whole school, 
even though you may be fearful or nervous. If you can put your beliefs on 
the line, you may be headed for a career in politics or law. 

Recognition. If acknowledgement and appreciation of your work is 
important to you, then you value recognition. You might consider a career 
as a novelist or a television news reporter. 

Many people share the same values, but how they apply them is unique 
to each person. To some, courage may be accepting the challenge of a job 
they know little about. To others, it may be turning down the big money to 
do something they really love. Think about your values. What can you learn 
from your values that will help you narrow your career choices? 


Lifestyle Goals 


Your lifestyle is the way you use your time, energy, and resources. For 
example, many people devote themselves to work, earn lots of money, and 
put off the benefits of free time until they’re older. Others accept smaller 
paychecks and work fewer hours in order to spend more time with family and 
friends now. If you want to work as a business manager or accountant for a 
professional sports team, you'll have to live in a city that has such a team, 


even if the weather’s bad! Or, if you want to perform in a touring theater 


company, you'll have to get ready for life on the road. 

e What really important to you? 

¢ Do you want to go for the big bucks? Sie 

e Do you want to live in a big city with endless activities or a small town 
where everyone knows your name? 

¢ Do you want to collaborate with a group of people, or do you prefer 
working solo? 


Make a list of how you'd like to spend your time, energy, and resources. 
These are your lifestyle goals. Try to focus on careers that closely match them. 


Personality Traits 

Try to imagine what it would be like if all your friends had the same per- 
sonality. What if they were all shy or all serious? Even worse, what if they 
all had the same sense of humor? It’s a good thing we each have our own 
personality —a set of unique qualities that makes us different from all other 
people. 

What is your personality? Are you confident, dependable, funny, friendly, 
sympathetic? Be honest. Do you like being with people, or would you rather 
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CONNECT TO ... 


GEOGRAPHY 


Demographers study 
population density, distri- 
bution, and migration 
patterns. Using data from 
the census, records of vital 
statistics, and accounts of 
economic activity, demo- 
graphers find out how 
different people react to 
certain events. For example, 
the rising cost of living has 
resulted in smaller families 
in America. 
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Business Etiquette 


In Japan, business 
cards are always offered 
with two hands. The 
receiver should accept the 
card with two hands, study 
it, and bow slightly before 
placing it into a shirt or 
jacket pocket. This shows 
respect for both the 
person and the company 
by placing the card near 
the heart. 





Figure 1-1 Personal 
Career Profile Form 


a . ) PERSONAL CAREER PROFILE FORM 7 ? (è : 
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Your Values 


I believe in equal opportunities for all people. I like 


to be creative. 


Your Interests 


I have a large collection of jazz and blues CDs and 
keep up with up-and-coming artists that are featured 
on independent labels. I love getting together with 
friends and having parties. 


Your Personality 


I’m very outgoing and get bored with sitting in class 
or reading. I have a great imagination and love 


group discussions. 


Skills and Aptitudes 


My best subject is history, and I’m president of my 
school’s debate team. I’m not big on writing letters 
or grammar, but love to communicate in person. 


Education/Training Acceptable 

I'd be interested in learning more about getting a 
business degree, but also believe that if I could get in 
on the ground level in the music industry and learn 
the ropes, I could be successful as well. 


| 


spend vour time with things, such as reading books or working with com- 

puters? You're probably wondering what in the world this has to do with 

accounting. Well, vour personality affects vour preferences for working with 

data, people, or things. | 
As vou collect information about vourself, you'll want to complete a per- | 

sonal career profile such as the one shown in Figure 1-1. Use this profile to 

help vou evaluate whether the careers you're considering match your skills, 

interests, values, and personality. 


Research the Possibilities 

Once vou have a clear vision of vourself and how vou want to live, the 
next step is to begin researching careers to find the one that’s right for vou. 
Here are some great places to start: 


e¢ Guidance counselors do a lot more than just show vou the quickest 
way to get from vour homeroom to the cafeteria. They can help you 
identify the things vou like to do. One way they accomplish this is 
through testing, called ‘personal interest tests , which help vou 
identifv vour preferences. 

. Networking is a way to find out about particular careers by asking people 
to share information and advice. 
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Date 


December 12 vet Manager, Music Industry 


CEUECEC 
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e Print materials on every career imaginable can be found in vour 
public library. Try books on careers or magazines that focus on 
vour interests like House & Garden, Metropolitan Home, 
or Business Week. 

e The Internet is a great source of educational and 
career information. Check out ideas for putting 
together the perfect resume or browse through 
job opportunities at Paramount Studios! 

e Professional organizations are groups of people 
who have common career interests. In the 
accounting field, the American Institute of Certified Public Accountants 
(AICPA) and the Institute of Management Accountants might lead to 
interesting Careers. 


Set Career Goals 


Once you have a clear vision of your interests and the types of careers 
you want to pursue, it’s time to put a plan into action. 


Map Out a Plan 


For starters you'll need to make a list of the careers you've researched 
and compare possibilities. The easiest way to do this is by making a chart. 
List the careers you’re interested in along the top and list your personal in- 
formation along one side. Where they meet, X marks the spot. 

After selecting the career choices that look the most promising, decide 
which one you'll pursue. Reaching your ultimate career goal is not going to 
happen overnight. There are many intermediate goals to achieve along the 
way. Figure 1-2 provides some ideas on setting career goals. 


Education 


Most careers require some education or training beyond high school. 
Unfortunately, deciding to further your education and coming up with the 
cash to pay for it are two different things. For ideas on help in paying tuition, 
you can turn to many of the same places you turned to for career informa- 
tion: books, the Internet, and your friend, the guidance counselor. 


On-the-Job Training 


Imagine going to school, taking only your favorite subject, and getting 
paid for it! That's how on-the-job training works. Suppose you're thinking 
about eventually opening your own accounting firm. While in school, you 
might work as an office assistant at a local accounting firm to learn how ac- 
counting services are provided. It’s a great way to find out if accounting is 
the career for you, and you'll be paid for your efforts. 


Internships 


Another way to obtain career experience is to work as an intern. Many 
companies offer summer internships to students. Others offer longer in- 
ternships. Some offer modest pay. Successful interns are often offered posi- 
tions in the company once their internships are completed. The key is to 
become so valuable that they miss you when you're gone! 
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Career Resources 

e Guidance counselors 
e Friends and family 

e Print materials 

e The Internet 

e Professional 


organizations 








Financial Aid 


To find out if you qualify 
for financial aid, check with 
organizations such as: 

e The College Board, or 
¢ The U.S. Department of 

Education. 

You can check their Web 
sites for more information. 
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Setting Career Goals 








| 
| “apm Decide ona 
| 5 long-term goal. 
\ couple of years ago, 
Donald Yang began a part-time 
job working for an entrepre- 
neur who started a business 
providing temporary employees 
to local companies. Donald 
decided that he wanted 
to be an entrepreneur 
someday, t00. 





| i o Take action! 

E B Donald got financial aid, enrolled in 
college, and worked for his business 

degree. As he neared graduation, Donald 


a job with the New York Yankees. His job 
helped him learn about the costs of run- 
ning a sports team. He also developed 
negotiation skills as he helped negotiate 
licensing fees for baseball souvenirs. 





Diversify your skills. 
\fter gaining experience 
with the Yankees, Donald 


a. 
rer 
= 
(Po) 


moved to a new job work- 
ing for the Chicago Bulls 
basketball team. Here he 
learned more about oper- 
ational costs and added 
negotiation of player 
salaries to his skills. 


Figure 1-2 Setting Career Goals 


A MATTER OF 


Padding a Résume 

Part of landing a great job is putting together a 
resume that effectively represents your skills and 
background. Imagine that BMW has just opened 
a new regional headquarters in your area. You 
would like to work for BMW as a payroll clerk, but 
you're afraid you don’t have the right qualifica- 


, 








decided he wanted to learn the sports man- 
agement business. After graduation he took 





Decide on actions that will 
lead to the long-term goal. 
Knowing that he lacked 
business experience, Donald 
realized that he had several 
things to learn before he 
could start a business. 
Donald’s first action was 

to choose a college that 
offers business degrees. 

He researched financial aid 
packages and grants. 


a 


f 













= 4 Realize the 
long-term goal. 


Through his work Donald has 


5 


un 


made a lot of contacts in the 
sports field. He’s now ready to 







put his long-term goal into 

action by starting his own 

sports Management business, 
where he will be a financial con- 
sultant to sports teams. 


ETHIGCS 








Ethical Decision Making: 


@ What are the ethical issues? 

# What are the alternatives? 

# Who are the affected parties? 

e How do the alternatives affect 
the parties? 

e What would you do? 





tions. A friend suggests that you “change” your 
resume to make yourself look better. 
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Now that you have studied this section, complete the following questions and problems. 






















Thinking Critically 


1. What consequences might result from choosing a career that conflicts with your values and 





lifestyle goals? Write one or two paragraphs describing these consequences. 
yles 5 5 
2. Write three or four goals vou can begin working toward now to help vou choose a career. 
: ) 5 5 ) 
Include the steps you will need to take to reach each of your goals and the time within 


which you plan to accomplish each goal. 





Computing in the Business World 
Congratulations! The good news is that you’ve decided 

to attend a local community college after high school. The 

bad news is that tuition for an 18-week semester is $1,820. 

You estimate travel expenses of $20 per week and $300 for 

books and supplies. You plan to work 20 hours a week, earn- 

ing $6.75 per hour. (I know it sounds weak, but hey, it’s part-time!) Don’t forget Uncle 

Sam. Social Security and income taxes will take about 15 percent of your earnings. gy 

1. What is the total cost for a semester? 

2. Assume that you’ve already saved $300 toward your first semester’s costs. Approximately 





how long will it take to save enough to cover your tuition and books for one semester? 





PM Problem 1-1 Studying Yourself 


Instructions Think about the things you like to do and your particular skills. Make a list of 
at least five personal interests or skills, then use the career resource materials described in this 

section to identify one or more careers that match each interest or skill. Choose one career and 
write a one-page description of how your skills and interests fit this career. 


Problem 1-2 Gathering Career Resources 






Instructions Use the personal career profile form in Figure 1-1 as 









a guide and compare three careers that you find interesting. Use 






the resources mentioned in this section to gather information: 






guidance counselors, networking, print materials, the Internet, 






and professional organizations. You may find other references 






in your school or local public library. After completing your 






comparison, write a brief summary; identify which of your 






choices you prefer and explain why. 
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What You'll Learn 


* The variety of career 
opportunities available 
to accountants. 

* The types of businesses 
and organizations that 
hire accountants. 


Why It's Important 


Explore all the careers 
available in accounting! 
You wouldn't want to miss 
a great opportunity just 
because you didn't know it 
existed. 


accountant 





for-profit business 

not-for-profit organization 

accounting clerk 

certified public 
accountant 

public accounting 











Accounting Careers: The 
Possibilities Are Endless! 


Some people believe accounting is boring. There, we said it. It’s a 
pretty safe bet that you didn’t enroll in an accounting course because 
you thought it would lead to a career in the spotlight. How often do 
you see Brad Pitt starring in an action thriller about a jet-setting 
accountant? Exactly. However, who do you think develops and approves 
the budget for his films to go into production? Who do you think ad- 
vises Mr. Pitt how to invest the hefty salary he makes? You got it—some- 
one just like you, who is good with accounting concepts and knows how 
to handle money. 

The point is: Accounting can be a lot of things you would never have 
imagined. So, if an accounting career matches up with some of your in- 
terests and goals, hang in there. We promise there’s a lot more to it than 
crunching numbers! 


The Changing Horizon 


Sure, some Careers in accounting can be a little dry, but there are 
many more that are dynamic and exciting. Think of any business— 
Warner Music, Nike, Ben & Jerry’s Ice Cream, the Hard Rock Cafe. They 
all look to accountants to help run their businesses. Think of your 
favorite celebrities—maybe Jim Carrey or Cameron Diaz. Most have 
financial advisors. Movie producers hire accountants to track production 
costs. Publishers of magazines, like PC World and Sports Illustrated, depend 
on accountants to work with national advertisers to keep things running 
smoothly. 

Accounting is not just adding and subtracting. An accountant | han- 
dles a broad range of responsibilities, makes business decisions, and prepares 
and interprets financial reports. These are skills that successful businesses 
can’t do without. If you're good, the sky’s the limit. So, if you still picture 
accountants huddled over pages of numbers in back offices, the following 
scenarios should set you straight. 


On the Road 


“Okay, everybody. Show time 






in five minutes.” The announcement 
comes as the members of the band ad- 

just guitar straps and prepare to go out 

on stage. A crowd of 30,000 fans, drop- 
ping twenty-five bucks a head, waits for 
their entrance. Drew Taylor jokes with 
the band just offstage and then watches 
as they head out to the fans’ applause. 
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Drew gets a rush being backstage amid all the excitement of a 
live show. As the financial assistant to the band’s business manager, 
he often spends time at their performances. For Drew, working 
with numbers came as naturally as his love for music. He studied 
accounting throughout high school and college, and in his spare 
time he dabbled with the guitar and hung around recording stu- 
dios with friends who were in the music business. 

It wasn’t long before they began to ask him for financial 
advice. His expertise landed him a position with one of the music 
industry’s top business managers. Drew still dreams of recording 
his own music one day, but for now, he’s quite content helping 
orchestrate the financial security of his music idols. 

Accounting Professions in For-Profit Businesses. Enter- 
tainers perform to earn a profit. For-profit businesses operate to earn 
money for their owners. The majority of businesses in the United States are 
for-profit businesses. 

Today, computers handle much of the basic accounting work, freeing 
accountants to do more planning for future operations. Computer technol- 
ogy means that accountants are no longer tied to a desk or an office. If you 
worked for artists like Beck, Boyz II Men, or Sheryl Crow, you would proba- 
bly spend part of your time traveling. Laptop computers and modems can 
connect you to your work as you travel to other cities and countries. 

Working as an accountant, you learn about things that are crucial to 
running a business. For example, if you worked for a band like R.E.M., you 
would learn which cities have the highest ticket sales for performances and 
the costs of staging shows in different cities. You'd also have one of the best 
seats in the house! 


For the Greater Good 


“Listen up, folks! Here’s the draft of the news release we’re sending out 
tomorrow,” shouts Darin Korman, waving a stack of papers in the air. “We 
need to get our position before the public while Congress is stili consider- 
ing the environmental legislation. Questions?” 

“What else are we doing to alert voters to the potential value of this 
legislation?” a team member asks from the back of the room. 

Darin, the team leader, opens a folder. “Here’s our total plan. We begin 
filming a TV spot tomorrow. Next week, the art for our magazine ads will 
be finished, and they’ll run in six different magazines. We’ll also post a call- 
to-action on our Web site asking visitors for their support. We can all thank 
Maya for putting together a budget for the media campaign.” 

Accounting Professions in Not-For-Profit Organizations. 
Maya Cruz beams as her boss Darin describes a typical campaign put 
together for a group—like the Sierra Club or Earth First—that works to pro- 





tect and preserve the environment. Such groups operate as 1 t 
; ,. When Maya was very young, her parents founded a simi- 





lar group dedicated to cleaning up the waterways surrounding her home- 
town in upstate New York. Maya helped her parents in the difficult task of 
soliciting donations within their community. As she grew older, Maya 
pursued the study of accounting with the sole purpose of continuing her 
involvement in environmental causes. 
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ACCOUNTING 


Flashbacks) 


ARCHAIC RECORDKEEPING 
The Inca Empire, which 
spanned the west coast of 


South America throughout 
the 11th-14th centuries, 
used knotted cords of 
different lengths and colors 
called quipu to keep 
accounting records. 





ce 


Accountants in Demand 


Every business must 


“account” for their 
financial activities. 
It's something 
successful businesses 
can’t do without! 








Most not-for-profit organizations have similar accounting needs, with 
the goal of balancing their income with expenses rather than earning a profit 
for owners or investors. Some not-for-profit organizations, like United Way 
or Boy Scouts of America, get their income from donations. Other organi- 
zations get income through tax dollars. Government agencies, such as your 
school or a federal agency, fall under this category. 

There are thousands of opportunities in the not-for-profit arena. Like 
Maya, it may be just the place for you to combine your interest in account- 
ing with a cause that you hold close to your heart. 


In the Know 


“Shelly, the manufacturer is on the line in Hong Kong, and the design- 
ers are standing by in Vermont. We're ready to start the videoconference.” 

“All right, I’m set. Good morning, everyone. Let’s get right to the point. 
As The Gap’s financial consultant, it is my responsibility to inform you that 
costs on the new fall line are coming in slightly over budget. The purpose 
of this meeting is to find a way to cut costs without sacrificing quality. As 
manufacturer, Mr. Chu, you must have some ideas why our costs are higher 
than budgeted and what we can do to get back in line.” 

Shelly Hale loves her job. In high school Shelly could be counted on for 
two things—a keen fashion sense and the ease with which she breezed 
through math and logic. However, like most students, she was lukewarm to 
the idea of a career in accounting. That is, until an internship became avail- 
able in the accounting department of The Gap. Shelly took the internship as 
an accounting clerk , an entry level job usually performing one or two ac- 
counting tasks. She eventually landed a position that allowed her to combine 
her talents and interests. Shelly continued to work at The Gap while attend- 
ing school at night to become a certified public accountant , or CPA. CPAs 
pass a national test and meet specified experience and education standards to 
become “certified” to practice accounting. 

Accounting Professions in Public Accounting Firms. With 
experience like Shelly’s, you too might work as a financial consultant for a 
large company like The Limited or Levi Strauss. Or, you might choose to 
work fora public accounting firm and provide accounting services to their 
clients. Public accounting firms can be small or large—from a local business 
specializing in personal tax returns to an international firm such as Ernst & 
Young, which provides a variety of services to businesses all around the globe. 

You might hear people refer to the “Big Five.” These are the five major 
public accounting firms: Arthur Andersen Worldwide, Coopers & Lybrand/ 
Price Waterhouse, Deloitte and Touche, Ernst & Young, and KPMG Peat Mar- 
wick. Consultants who work for these public accounting firms might ana- 
lyze business opportunities and help a company decide whether to build a 
new factory in China or launch a 


new product line. 





From entertainment to 
health care, conservation 
to entrepreneurship, the 
career possibilities in ac- 


counting are endless! 
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SECTION 2 Check Your Understanding 





Now that you have studied this section, complete the following questions and problems. 


Thinking Critically . 


1. In business many decisions revolve around costs and potential earnings. For example, 





accountants might help create a picture, in numbers, of a proposed new product line; or 
they might be asked to suggest ways a company could cut its production costs. In addition 


to skill with numbers, what other skills do you think an accountant needs? 


N 


. Make a list of five of your favorite products such as sports shoes, a favorite restaurant or 
food, or clothing. How do you think accountants who work for the companies that 


produce or sell these products might influence product decisions? 





Communicating Accounting 
Write a one-page article for a career newsletter. Describe the field of accounting and the 
types of businesses and organizations where accountants might work. 








Problem 1-3 Checking Out Accounting Careers 


Instructions Using the resources described in Section 1, research possible careers for people 

~ with accounting degrees. List at least five different careers and the formal training and work 
experience needed for each. Choose one career as your preference and write a paragraph 
describing why this career appeals to you. 





Problem 1-4 Matching Interests and Careers 


Instructions Using the three career examples described in this section, make a list of the 
personal interests and skills of the accountants described in each situation. Compare the list to 
your own interests and skills. Then think of three types of businesses (or actual companies) for 
which you might want to work. How would you learn about accounting career Opportunities 
in those companies? Aside from pursuing needed training or education, what else would you 
do to prepare to work in that career? Share your ideas in class. 





Problem 1-5 Researching Public Accounting Firms 


Instructions Surf the World Wide Web or conduct research in your library to find 
information about the “Big Five” accounting firms. Create a table of information about each 
firm and the services the firm provides. 





Problem 1-6 Researching Accounting Firms in Your City 


Instructions Use the Yellow Pages to identify public accounting firms in your area. Do any of 
the Big Five have offices near you? Do you recognize the names of the smaller, regional firms? 
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CAREER FACTS 
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JOYCE LUNDBOM 
Carrier Billing Manager, WorldCom 
Networking Services, Inc. 


Q: What does your job entail? 

A: | spend a lot of time answering revenue questions 
from other departments. | also answer my staff's questions 
and provide them with direction. | try to keep tabs on 
projects and keep them moving. | spend a lot of time 
problem-solving. 






Q: What skills are most important to you? 


A: Communication skills are critical. Analytical skills are also fe ct) Robert Half International nc i 


important. It's important to be able to see what has an impact on = not all a company 

the profitability of a business. What appears to be small dollars A: | ane te 

could have a lot of significant numbers behind it. Knowing when to }  canoffer. i as advancement 

delve into something is a big part of the job. i ee a Horst 

tai portunities, stock Op sett 

© . “tation reimbursement, ee Beh 

Q: What do you like about your job? + telecommuting, flex-time an | 

A: | have a strong sense that my contribution to the company is child-care. ati 


relevant and that it is recognized. It is an exciting environment to 
work in. | like accounting because you take financial information and 
add meaning to it. You use your knowledge of the industry, the 
company, and the financial reports to understand trends. That's when 
you start contributing to the management of a company. 


pve work harder. 


Nature of the Work: Oversee billing of wholesale customers, answer management 
questions, oversee projects, and guide staff. 

Training or Education Needed: A bachelor’s degree in accounting or business, the CPA 
exam, auditing experience, and continuing education. 

Aptitudes, Abilities, and Skills: Communication skills, analytical skills, problem-solving skills, 
organizational skills, and good judgment. 

Salary Range: $40,000 to $60,000 depending on the company. 

Career Path: Start as an accountant and gradually take on more challenges, and then move 
into management. 





Thinking Critically: What attributes can make a company exciting to work for? 
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A successful career begins with insight into your own personal skills, interests, goals, and lifestyle 
preferences. 

Personal skills and traits play major roles in how successful you may be in certain careers. 

Get to know yourself. What you value and believe plays a vital role in deciding what you want 
to pursue as a career. 


Responsibility v_ 


= 


ew Compassion 


Achievement «@/ \™ Courage 


& 





Relationships A Recognition 


“ax 
f 


As you decide on a career, consider lifestyle goals and personality traits. 


Length of Work Week @ Work in Teams or Independently 


» 


Size of Paycheck «e 


_ 


/__ Work with People or Things 


pe 


Work Environment 


\ 
_‘ 
Growth Potential # 
/ 
v 


Skill Strengths 


4 Personality Traits 





Geographic Location 


Researching career possibilities can include sessions with a guidance counselor, networking with 
friends and family, magazines and books, the Internet, and seeking information from professional 
organizations. Do your homework. Research jobs, salaries, geographic locations, work 
environments, and growth potentials. You want to know what you are getting into, don’t you? 


Library ~ Magazine 
= 


Internet «> <— » Work Experiences 


Networking » “ Professional and Student Organizations 





To set and accomplish career goals, map out a plan, consider the education required, find a part- 
time job to get some on-the-job training, and check into internships available in your field of 
interest. 

Accountants work for almost any company you can think of. Find a company you're interested 
in, and you can bet there’s an accountant in the picture planning next year’s budget, chasing 
down an expense report from the owner, or advising managers on financial issues. 
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Suppose you are preparing to interview a person who 
works in the accounting field. On a separate sheet of paper, 
write a list of questions you'll be asking in the interview. 


Incorporate each of the following terms in your questions: 


| accountant lifestyle 
accounting clerk not-for-profit business 
career personal interest tests 
certified public accountant values 
for-profit business 











Understanding Accounting 
Concepts and Procedures 












Instructions 





Answer the following questions on a separate sheet of paper: 


1. Why should you consider your interests and skills when thinking about a career? 






N 


. How does lifestyle atfect career choices? 






. What are six common values that most people have? 






a 


. Why should you consider your personality as you evaluate possible career choices? 






wn 


. List and describe at least three categories of career information resources. 






6. Describe how networking is beneficial to career planning. 






7. Describe how to create a personal career profile form. 






8. Describe the five steps that are helpful when setting career goals. 






9. List at least three types of organizations that offer accounting career opportunities. 






10. What need would a not-for-profit organization have for an accounting professional? 






11. Describe three ways that technology might be used by an accountant. 






12. List three of the major public accounting firms. 






. List three possible functions that a Certified Public Accountant might provide for a business. 
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Case Study... 


Career Advice 

Sean Smith is a senior in high school. He's taking 
an accounting course this year because he wants to 
be an accountant. Sean likes working with numbers, 
but he also likes working with people. He plans to go 
to college but doesn’t know which ones offer 


accounting programs and what costs are involved. 


Thinking Critically: 

Take the role of Sean’s career counselor. Write a 
one-page report advising Sean. Include the following 
in your report: 

e Information on how to find the resources he needs 
to choose a college. 

¢ Details on how to set education and career goals. 

e Define the steps Sean needs to take over the next 
several months. 

e Preparea list of resources Sean might use to learn 
more about accounting careers, colleges, and 
financial help. 


Workplace Skills 


Acquiring and Evaluating Information 


To make a decision, whether personal or business-related, you must be able to acquire and analyze data 


(information). 


On the Job: 


You've graduated and you’re ready for that job that matches your skills and interests! 


Thinking Critically: 


1. Make a list of the businesses that advertise in one of your local or regional newspapers. You may want to use a 


Sunday issue since it’s usually packed with ads. 


2. Separate the businesses into for-profit and not-for-profit categories. For example, for-profit would include 
restaurants, retailers, entertainment providers (such as movie theaters or sports arenas), manufacturers, and so 
on. Not-for-profit may include schools, community organizations, and government agencies. 

. Write a summary of your findings, and describe the accounting career opportunities you think these 


businesses and organizations might offer. 


Ha 


Na mC 
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Finding Jobs on the Internet 

Most large companies, and 
many smaller ones, can be found 
on the Internet. Along with product 
and service information, many 
companies post employment 
details and job openings. 


Do This: 


1. Find a company on the Internet 
that you might want to work for 
in the future. If you're not sure 
how to find a company on the 
Internet, ask your teacher for 
search engine sites like Yahoo, 
Excite, or Lycos. 

. What is the company's Web site 
address? 

3. Does the company’s site provide 
information about employment? 

. [If employment information 
is provided, list the job oppor- 
tunities you find. 

. Write a brief summary describ- 
ing the company, its business 
purpose, and its products or 
Services. 
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Instructions As an accountant for 
a large business, you might be put in 
charge of training new hires in the 


be asked to discuss project Cost Over- 
runs with a department manager or 
to present operating results to senior 


skills other than just your accounting 
knowledge. For each situation, make 
a list of the skills needed, then decide 





whether you have those skills and, if 


not, how you plan to acquire them. 


Chapter 1° Problems 


Problem 1-7 Researching Careers in Your Library 


Instructions Using a reference book (such as the Occupational Outlook 
Handbook), choose a career area that interests you. Research the skills, 
education, and experience you would need to work in that area. Your 
research can utilize any number of resources including books, magazines, 
and the Internet. Write a brief profile of your chosen career, including a de- 
scription of jobs in the field, education or training requirements, potential 
earnings, and working conditions. Present your profile to the class. 


Problem 1-8 Researching Careers in Your 


Instructions Review the employment ads in a local or regional newspaper. 
Collect information on at least 10 job titles plus the skills and education 
required for each. Include at least two job titles related to the accounting field. 
Present your information in table format. If you have access to a word 
processing program, use it to create and print your table for your teacher. 


Problem 1-9 Assessing Your Skills and Interests 


Instructions Complete an assessment of your personal skills and 
interests by answering the questions in your working papers. Use the survey 
included in the working papers, or you can ask your guidance counselor to 
administer a personal interest test. Using the results of the test, find at least 
three careers that match your skills and interests. 


Problem 1-10 Working with Others 


accounting department. Or, you might 


managers. In these situations, you need 






MII 














Problem 1-11 Summarizing Personal Traits 
Instructions Sometimes you can learn about yourself by asking other 
people how they see you. Ask at least 10 people to name three words they 
think describe you. For example, someone might say you are dependable, 
fun, and quick-thinking. Do not just choose friends. Ask teachers, Coworkers, 
relatives, and others who are willing to give you an honest opinion. Make a 
list of each person’s descriptions; then summarize your findings by 
identifying the five characteristics or traits that were mentioned most often. 
Do these descriptions match your self-perception? Why or why not? 





Problem 1-12 Gathering Career 
Information 


Instructions Interview someone who currently works 
in a career area that interests you. Before the interview, 
prepare a list of the questions you want to ask. After the 
interview write two or three paragraphs describing your 
interview and the information you learned. Explain how 
this information will help you choose a career. 





Problem 1-13 Exploring Careers in Accounting 


Instructions Choose a local company that interests you, and find out 
who works as an accountant for the company. Call and ask whether you can 
observe the person at work for part of a day. Write a summary of your 
observations, and share the information with the class. 





sie Problem 1-14 Exploring Global 
som Careers 





Instructions Many U.S. businesses operate in the global economy, which 
means they need accountants who understand international business. Find 
a local company that imports or exports products to or from one or more 
countries. Interview the accounting manager, and find out the skills, formal 
study, and personal traits they look for in an accountant who works in 
international accounting. Write a short report about your findings. 
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Learning Objectives 


Wh h leted thi - ” 
en you have completed this cdi Exploring the Real World of Business 


chapter, you will be able to: 


> Describe the role of profit, risk- 
taking, and the entrepreneur in 
the U.S. economy. 


BECOMING AN ENTREPRENEUR 


Sports superstars like Venus Williams, Michael Jordan, and 
Mark McGuire are among the best-conditioned athletes in the world; 
but even super athletes occasionally pull a muscle or suffer a stress 
fracture. That's when Lynda Huey comes to the rescue. 

Huey’s Athletic Network (HAN) uses aquatic therapy to 
help injured athletes rebuild body strength. As a track star at San Jose 
State University, Lynda Huey taught herself that water is beneficial 
because the body’s buoyancy in water reduces the strain on injured 
muscles and bones. After college, she worked as a college coach and 
in 1986 started Huey’s Athletic Network. The company’s first 
job was aquatic training for Olympic athletes. 

Today, HAN provides personal training and consulting not only 
to sports stars, but also to entertainers and weekend warriors who 
want to stay fit. Entertainment clients include Paula Abdul, Sinbad, 
and Cybill Shepherd. Lynda Huey regularly appears on television 
programs and has written books and magazine articles on 
water exercise. 


What do you think? 
1. What knowledge and special skills do you think 

Lynda Huey needed to start and manage her business? 
2. What makes an entrepreneur successful? 


> Describe the differences among 
service, merchandising, and 
manufacturing businesses. 


p Discuss the differences among sole 
proprietorship, partnership, and 
corporate forms of business. 


p> Describe the role of accounting in 
a free enterprise system. 


p Explain the difference between 
financial and management 
accounting. 


p Describe the three basic assump- 
tions that underlie accounting 
principles. 


p Define the accounting terms 
introduced in this chapter. 


thletic 
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Entrepreneurs wear many 

business hats. They need to know 

how to sell products or services, 

what the competition is doing, how to provide 
good customer service, how to manage a 

| business, and understand the finances of 

| their business. 


ry 


1. At your workplace, or the workplace of 
family or friends, who owns the business? 
What special skills does the owner or 
manager need to operate this business? 

If you owned this business, how would you 
use your accounting knowledge to manage 
the business? 













e 
What You'll Learn 


° Profit and risk-taking. 

e The free enterprise 
system. 

© Starting and running 
your own business. 

® Three types of business 
operations. 

® Three forms of business 
organization. 


Why It's Important 


In order to participate in 
the world of business, 
you'll want to understand 
how businesses are 
formed, organized, and 
operated. 


| KEY IENE 


free enterprise system 





profit 
loss 
entrepreneur 

capital 

service business 
merchandising business 
manufacturing business 
sole proprietorship 
partnership 
corporation 

charter 






SECTION 


Exploring the World 
of Business 





In this chapter you will learn 
about different types of businesses 
and how they are organized. All 
businesses need information that is 
generated by accounting systems in 
the form of reports. You will learn 
about the different types of ac- 
counting and accounting reports. je 

In 1982 Howard Schultz joined & I 
Starbucks Coffee. When he pur- INPS, © 
chased Starbucks, it consisted of six @® °°° ® 
stores and fewer than 100 employees. Through his vision, energy, and 
imagination, he built the business to 1,300 stores with over 25,000 em- 
ployees. By 1997 Starbucks Coffee sales and profits had grown by 50% 


annually, and stock prices had risen tenfold. 


The Environment of Business 


When you hear the word business, what do you think of? Nike, 
Microsoft, General Motors, IBM, Coca-Cola, or Tower Records? Large 
businesses like these are certainly players in the world of business today. 
Your neighborhood convenience store, clothing boutique, video rental 


store, and grocer are also important contributors in our free enterprise 





system. Ina em people are free to produce the goods 
and services they choose. Individuals are free to use their money as they 
wish: spend it, invest it, save it, or donate it. Business owners in this system 
must compete to attract the customers they need to continue operating. 

One measure of success in a business operation is the amount of profit 
it earns. The amount of money earned over and above the amount spent 
to keep the business operating is called profit . Businesses that spend 
more money than they earn operate at a loss . 

Whether small, medium, or large in size, a business must do two 
things to survive: 
e It must operate at a profit. 
e [It must attract and keep an individual willing to take the risk to 

run it. 


The Need for Profit 


Continued operation and success of a business require profit. Your 
local pizza parlor must pay for raw materials (flour, sauce, cheese, top- 
pings), equipment (mixers, ovens, freezers), employees, utilities, and rent. 
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The selling price of the pizza must be high enough to cover all costs. Once 
the owner pays these costs, the money left over is profit. 


The Need for a Risk-Taker 


Within a business many people play different roles in daily operations, 
planning, and management. Inventors create ideas for producing new prod- 
ucts or services. Investors provide money to help businesses get started. Em- 
ployees supply the labor needed to operate the business. Managers handle 
supervision and planning. The role of the entrepreneur is special. 
Entrepreneurs transform ideas for products or services into 
real-world businesses. They are motivated self-starters 
willing to take the necessary risks to create profitable and useful 
businesses. 


Entrepreneurship: Who Me? 


Have you ever considered owning a business? Owning a busi- 
ness can offer flexible schedules, self-direction, and financial 
gain. Yet business ownership is not free from risk. Examine Fig- 
ure 2-1 for some pros and cons of entrepreneurship. 


Pros Cons 
You are your own boss. ¢ You probably need to work long 


You create Opportunities for earning hours. 


money 


e You lose the security of steady 








You create and control your work 
schedule. 


You choose the people you serve. 


You select the people who work 
with you. 

You benefit from the rewards of 
your own hard work. 


wages and medical benefits an 
employer provides. 

You market your own services or 
products. 

You pay for your own operating 
expenses. 


You must be motivated and 


energetic each day. 
You choose your own work hours. su i 
e You face the possibility of losing 


money. 





Traits of Entrepreneurs 


As you consider the path of entrepreneurship, take an inventory of your 
own skills and interests. Most entrepreneurs share certain behaviors and 
attitudes. Do you have good writing and speaking skills? Do you have a cre- 
ative or mechanical mind? Are you a self-starter? Can you identify a com- 
munity need and fill it? Do you have the capital to get started? Do you have 
accounting or marketing skills? Take a look at Figure 2-2 to get an idea of 
the decisions that entreprencurs face. 

Owning your own business is not for everyone. An entrepreneur must 
possess the drive to overcome obstacles and be extremely resourceful. Strong 
organizational skills, marketing knowledge, and accounting skills are three 
areas of expertise that contribute to successful business ownership. If you 
are a visionary and have great energy and imagination, you may have the 
makings of an entrepreneur! 
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Key Points 


Profit 

A business must 
operate at a profit 
and have someone 
willing to take the 


risk to run it. 





Figure 2-1 
Entrepreneurship: 
Pros and Cons 


Key Points 


Entrepreneurship 
There are many 
benefits of starting 
and running your 
own business, but 
there are also draw- 
backs to consider. 
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Traits of the Entrepreneur 








, 
oe 


environment. 





Figure 2-2 


ACCOUNTING 
Elashbacks, 
USING ELECTRONIC 
SPREADSHEETS 


An electronic spread- 
sheet is software that can be 
used to create work sheets 


and trial balances and per- 
form calculations. The first 
spreadsheet program, Visi- 
Calc, was released in 1978. 


‘ Entrepreneurs are 
4 aware of their 








Types of Businesses 
There are three types 

ot businesses: 

e service 

e merchandising 

e manufacturing 








e No ice cream shop. 
e Does the community 
want one? 






Entrepreneurs 
evaluate alternatives. 


e Customer preferences 
e Architect plans 


Types of Business Operations 


In our free enterprise system there are three types of businesses that 
operate for protit: service, merchandising, and manufacturing. 

Service, merchandising, and manufacturing businesses are alike in many 
ways. Each offers products or services, incurs expenses, and makes sales to 
customers. They differ from one another, however, in some basic ways. Each 
type of business needs money to begin and maintain operations. Money is 
needed to buy or to make products, and to cover operating costs like rent, 
utilities, and wages. Money supplied by investors, banks, or owners of a 
business is called capital . 

. . 
Service Businesses 

A service business provides a needed service for a fee. Service busi- 
nesses include travel agencies, styling salons like Fantastic Sam’s, movers, 
repair shops, real estate offices like Century 21, and medical centers. 

s_s . 
Merchandising Businesses 

A ‘merchandising business buys finished products and resells them to 
individuals or other businesses. Department stores like JCPenney, new and 
used car dealers, supermarkets like Kroger, drugstores like Rite Aid, florists, 
and hobby shops are examples of merchandising businesses. 


Manufacturing Businesses 
A ‘manufacturing business buys raw materials, such as wood or iron 


ore, and transforms them into finished products through the use of labor 
and capital. It then sells the finished products to individuals or other busi- 
nesses. Manufacturing businesses range from a shipbuilder, like Atlantic 
Marine Shipyard of Mobile, Alabama, to the Pioneer Bakery in Venice, 
California. 


Forms of Business Organization 


To start a business, a potential owner must have a sufficient amount 
of money (capital) and must choose an appropriate form of business 
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e Accountant’s guidance 





Traits of the Entrepreneur 


‘va Entrepreneurs seek 
“ the best solution. 





e Ben & Jerry's is a worldwide 


“Za Entrepreneurs producer of ice cream and 
turn ideas into frozen yogurt. 
actions. 





e Only used appliances are 
within budget guidelines. 





organization. With a few exceptions, businesses in the U.S. are organized in 
one of three ways: sole proprietorship, partnership, or corporation, illus- 
trated in Figure 2-3. 


È Figure 2-3 Forms of 
Form of Business 5 i 











Service 
Merchandising 0) Points 
Manufacturing 
Forms of Business 
Organization 
Sole Proprietorship I 
forms of business 
Sole means “single” or “one.” Proprietor means “owner.” A sole organization: 
proprietorship , therefore, is a business owned by one person. While many ¢ sole proprietorship 
sole proprietorships are small, the term has nothing to do with size; it only e partnership 
indicates that the business is owned by one person. Being a sole proprietor e corporation 
does not mean working alone. Based on the size and scope of the operation, 
a sole proprietorship may have many managers and employees. The oldest 
and most common form of business organization, the sole proprietorship is n Y n wu 
the easiest form of business to start. Little or no legal paperwork (forms and al TA VIE 
documents) is required. The success or failure of the business depends heav- Prices 
ily on the efforts and talent of the owner. Physical trainers 
The advantages of organizing as a sole proprietorship are related to its and therapists charge 


freedom of operation and simplicity. Review Figure 2-4 for some advan- from a low of about $30 an 
hour to more than $90 a 


session. Each session usually 
lasts from 30 to 60 minutes. 


tages and disadvantages of a sole proprietorship. 


Disadvantages 


e Easy to set up Limited expertise 





e All profits go to owner Hard to raise money 


e Owner has total control Owner has all the risks Figure 2-4 Advantages 


e Few regulations to follow Hard to attract talented employees and Disadvantages of a Sole 
Proprietorship 
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Figure 2-5 Advantages and 
Disadvantages of a Partnership 





Setting Prices 


When setting prices for 
products, most businesses: 


* add all their costs of 
doing business, 

* then calculate the prices 
to make an adequate 
profit. 


Businesses might charge 
20 or 25 percent over 
expenses. 





Partnership - 


A partnership is a business owned by two or more persons, 
called partners, who agree to operate the business as co-owners. 


Business partners usually enter into a written, legal agreement. 
This agreement specifies the amount of money or property to be 
invested by each partner, the responsibilities of each partner, and 
how profits and losses are to be divided. Partnerships are often 
formed when the need for capital is greater than the amount of 
money one person can invest. Partnerships are not always small. 
For example, large accounting firms like Deloitte & Touche LLP 
are organized as partnerships and may have as many as 1,500 
partners and over 20,000 employees. Figure 2-5 provides 
advantages and disadvantages of the partnership. 


e Easy to start 







e Conflicts between partners 










e Skills and talents are pooled ¢ Profits must be shared 





e More money available e Owners share all risks 


Corporation 


A corporation is a business organization that is recognized by law to 
have a life of its own. In contrast to a sole proprietorship and a partnership, 
a corporation must get permission from the state to operate. This legal per- 
mission, called a charter , gives a corporation certain rights and privileges. 
The charter spells out the rules under which the corporation is to operate. 

Corporations often start out as sole proprietorships or partnerships. The 
owner(s) of a business may choose to “incorporate” to acquire additional 
money needed to expand. To raise this money, shares of stock are sold to 
hundreds or even thousands of people. These shares represent investments 
in and ownership of the corporation. Shareholders, who are also called stock- 
holders, are the legal owners of a corporation. Starbucks is an example of 
a business organized as a corporation that has thousands of shareholders. 
Figure 2-6 outlines a few advantages and disadvantages of organizing as 
a corporation. 

Regardless of their form, sole proprietorship, partnership, or corpora- 
tion, all businesses share common financial characteristics and methods for 
recording and reporting financial changes. 


Advantages 


e Easier to raise money e Costs more to start up 


e Easy to expand e Complex to organize 


e Easy to transfer ownership e More regulations 


e Losses limited to investment e Higher taxes 





Figure 2-6 Advantages and Disadvantages of a Corporation 
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SECTION | Check Your Understanding 





Now that you have studied this section, complete the following questions and problem. 





. . i | e e 
Thinking Critically 
1. Would you say that the advantages of being an entrepreneur outweigh the disadvantages or 
vice versa? Why? 
2. Explain how being influenced early in life by a role model might be critical to someone's 
success as an entrepreneur? 








Communicating Accounting 

Locate and read a current magazine article featuring a successful entrepreneur. Try peri- 
odicals like Business Week, Forbes, or Working Woman. Write a summary of the article, and 
explain why you think the person succeeded. 







Problem 2-1 Assess Your Entrepreneurship Potential 


Instructions The characteristics or traits needed to set up an owner-operated business and 
to run it successfully are listed below. Rank yourself, indicating if this trait is most like you or 
least like you. Use the form provided in your working papers. 


Most Like Me Least Like Me 
Persistent 
Creative 
Responsible 
Inquisitive 
Goal-oriented 
Independent 
Demanding 


Self-confident 


Risk-taking 


bP +f + ££ F&F £& FS FS S&S 
ON Me N N NR NK KY NY NY N 


Restless 





List the categories in which you ranked 3 or lower. Identify experiences, activities, and 
ways in which you could improve your entrepreneurial potential. 
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What You'll Learn 


° How the accounting 
system works. 

® Who uses financial 
accounting reports. 

* Who uses management 
accounting reports. 

* How accounting is used 
to help make business 
decisions. 

* What assumptions pro- 
vide the foundation for 
accounting systems. 


Why It’s Important 


Understanding account- 
ing systems is the key to 
understanding business. 


TERMS 





accounting system 

manual accounting 
system 

computerized accounting 
system 

GAAP 

financial reports 

financial accounting 

management accounting 

business entity 

accounting period 

going concern 


Source Documents Tasks 





e TT 


. | Key Points 





GAAP 
GAAP stands for 
“generally accepted 


accounting principles.” 





e Checks 


e Sales Slips 





Accounting: The Universal 
Language of Business 





Have you ever wondered how the band 
U2 determines which venues they will play, 
the cost of a tour, how profitable CD sales 
have been, or how much ticket prices should 
be? All these issues are probably tackled by 
the band’s financial team: accountants, 
clerks, and financial advisors. 


The Accounting System 


Whether you are the accountant for a 
band or the financial manager for a chain of 





mountain bike stores, accounting methods 
are universal. The accounting system is designed to collect, document, 
and report on financial transactions affecting the business. In a 
‘manual accounting system the accounting information is processed 
by hand. In a ‘computerized accounting system the financial infor- 
mation is recorded by entering it into a computer. Owners and investors 
who risk their money depend on accountants to report the results of 
operations and the financial condition of the businesses in which they 
invest. Figure 2-7 outlines the inputs, processes, and outputs of an 
accounting system. 

All accountants use the same set of rules, called “generally accepted 
accounting principles” or GAAP (pronounced “gap”) to prepare their 
reports. Accounting principles provide a way to communicate financial 
information in a form understood by those interested in the operations 
and financial condition of a business. Because it is so fundamental to the 
communication of financial information, accounting is often called the 
“language of business.” Financial reports are summarized information 


about the financial status of a business. 


Financial and 
è Analyzing Management 
me Accounting Reports 
Invoices e Classifying 

: e Financial condition 
e Recording 
e Results of operations 


e Receipts 


e Investments by and 
distributions to 
owners 


Figure 2-7 How the Accounting System Works 
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Using Accounting Reports for 
Making Business Decisions 


The information found in accounting reports has a wide audience. In 


general, there are two groups that use accounting reports: 


e individuals outside the business who have an interest in the business 


e individuals inside the business 


We study accounting based on the needs of these two groups. 


Financial Accounting 


focuses On reporting information to external 





users. Financial accounting reports are prepared for individuals not directly 
involved in the day-to-day operations of the business. These reports are pre- 


pared using GAAP. 
Who Uses Financial Accounting Reports? 


e¢ Suppose you wanted to invest in a business, such as Trek Mountain Bikes 
Inc. You would analyze financial accounting reports to 
estimate if an investment in the business would be 
profitable. 

e Individuals or institutions, like banks that loan 
money to a business, use financial accounting 
reports to determine whether or not the 
business will be able to repay loans. 

e Local, state, and federal governments 
review financial accounting reports. For 
example, the Internal Revenue Service may 


C( are the tax return and financial reports of a business to determine & 
compare the tax return and financial reports of a business to determine f 


whether the business is paving the proper amount of taxes. 
e Workers, consumers, union leaders, and competitors are interested in the 


performance of businesses as presented in financial accounting reports. 


oaeee ce saga 


, Which focuses on reporting information to 





management, is Sian i to as accounting for internal users ot 
accounting information. Management accounting reports are prepared 
for managers involved in making the day-to-day operating decisions like 
purchasing, hiring, production, payments, sales, and collections. 
Managers need accounting information so they can decide what to 
do, how to do it, when to do it, and whether or not the results match the 
plans for the future. Figure 2-8 describes some of the decisions managers 


must make. 


Accounting Assumptions 


An assumption is something taken for granted as true. When you attend 
a movie, you assume the volume will be at a reasonable level, there will be 
a place to sit, and the film will be in focus. If these assumptions are wrong, 
the movie will be a disappointing experience. 
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| eee 


ACCOUNTING | 


Currency | 
Conversion 


When people need 
to convert U.S. dollars to 
a foreign currency, they 
can look up rates in news- | 
papers, use the Internet, 
or use exchange counters 
in airports or banks. When 
converting currencies, 





a small fee is usually 
charged. 
























Researchers who receive 
grant money from the gov- 
ernment or private founda- 
tions are accountable for 
their expenditures. Before 
money is granted, scientists 
must project costs for their 
projects and delineate the 
immediate and long-term 
benefits of their work. While 
conducting research pro- 
jects, they must tally their 
costs and report on their 
progress. 





Accounting: The Universal Language of Business 


Owners and managers use financial 
reports to make decisions. 


. . eC : > 
e Which flowers are ,@ pW Can we purchase a 







i ? 
the best sellers? new delivery van: 





e Should we hire 
more designers? 

e Can we afford to 
attend floral 
conventions in 


- Each business sets up an accounting sys- 

tem according to its specific needs, but all 
businesses follow GAAP. These generally 
accepted accounting principles are based on 
three very important assumptions summa- 
rized by the following terms: 


e business entity 
e accounting period 
e going concern 


For accounting purposes, a business is a 
separate entity. A business entity exists 
independently of its owner’s personal hold- 
ings. The accounting records and reports are 
maintained separately and contain financial 
information related only to the business. The 





Amsterdam? 





j Me. business owner's personal financial activities 
or other investments are not included in the 
Figure 2-8 Managerial reports of the business. For example, the personal residence of a pet store 
Decisions owner, valued at $100,000, is not reported in the accounting records of the 
pet store. Buildings owned by the business, however, are included in the 

financial records and reports of the pet store. 
For reporting purposes, the life of a business is divided into specific 
periods of time. A period of time covered by an accounting report is referred 


to as an accounting period . The accounting period can cover one month 


: Ca III) RIEN or three months (quarterly), but the most common period is one year. This 


_ È assumption is necessary when accountants assign the cost ot buildings and 
Accounting Assumptions 


There are three 
important assump- 


equipment over the estimated period of time they will be used. Compari- 
son of reports from one period to the next also makes the accounting 


| ine ing: period concept necessary. 
tions in accounting: 


i . Unless there is evidence to the contrary, accountants assume that a busi- 
business entity, : 


ness has the ability to survive and operate indefinitely. In other words, a 


business is expected to continue as a going concern . Although many busi- 


nesses fail within the first five years, the accountant assumes the business will 


accounting period, 


and going concern. 





continue to operate unless it is clear that it cannot survive. 


A MATTER OF ETHICS 









Becoming an Entrepreneur Ethical Decision Making: 


‘nor f e at are the ethical i s? 
Imagine that you've been working for a local What are the ethical issue 






day-care center for several years. You attend a com- What are the alternatives? 






pany meeting to discuss new ideas on improving 





Who are the affected parties? 






day care. Several new services are discussed that 


944 









would help your center stand out from its compe- How do the alternatives affect 


tition. You think that this is a great opportunity the parties? 


for you to become an entrepreneur—by opening 


4 


i What would you do? 
your own day-care center offering the new services 
discussed in the meetings. 
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SECTION 2 Check Your Understanding | | 










Now that you have studied this section, complete the following questions and problems. 





Thinking Critically 

1. If a business owner failed to follow the assumption of “business entity,” what complications 
might arise? 

2. Consider creating an “accounting system” for your personal finances. How would you 


organize the system? What inputs would there be? How might you record your activities? 





How might you report on those activities? 





Computing in the Business World 


Suppose you are opening a 1,000 square foot baseball card store in a shopping center. You 







have signed a lease that requires you to pay a monthly rent of $1.75 per square foot, plus 5% 
of your gross annual sales. What is the total amount of rent you will pay in one year if you 
have sales of $85,000? 














Problem 2-2 Using Financial Information 
Instructions Imagine that you are the manager for Valley Skateboard 
Shop. The accountant for the business delivered the news that sales 
are down by 15% compared to last month. She also reports that the 
rent on the building will be increasing next month by $100. 
You believe the shop needs a more experienced salesper- 
son and that the building needs new paint and 
awnings. How might the information delivered 
by the accountant affect your decisions and 
course of action? 






Problem 2-3 Identifying Accounting Assumptions 

Suppose you work for a company called Greenwood Sky Divers as a sky-diving instructor. 
Since you have your pilot’s license, you also give flying lessons on the side. You and the owner 
of Greenwood Sky Divers both belong to a local club, called the Greenwood Eagles, whose 


members get together for sky dives on weekends. Greenwood Sky Divers is a sole proprietor- 





ship that has been in business for six years. The owner of the company regularly reviews 
financial reports, and the company’s accountant prepares end-of-the year reports to compare 
results from one year to the next. 

Instructions Decide what information in this paragraph is relevant to accounting for Green- 
wood Sky Divers. Identify the accounting assumptions for Greenwood, and give an 
example of each assumption from the information given here. 
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STERLING ELLSWORTH 
Certified Public Accountant (CPA) 


Q: Why did you choose accounting? 
A: Because of its precision. | was a math major, but theo- 
retical math, such as calculus, didn’t interest me. | had taken 
an accounting class, and struggled with it, but enjoyed it at 
the same time. | took a second one and knew it was for me. 
It was challenging, but rewarding. 

\ 
Q: What do you like about working for yourself? 
A: | like the freedom to work when | want, take vacations when 
| want, to adjust my time around my workload. | work more 
intensely sometimes, but | have a lot of time off. 





Q: How does your workload vary? 

A: During tax season, | work 12 hours a day, or more, for about a È 
90-day period. It's very intense. Then it slows down. In late summer 3 
and early fall, | take a lot of four-day weekends. That's when | 
appreciate what | do. 





Q: What skills are important to you? 
A: Time management skills are the most critical. You have to be able = 
to organize and work at maximum efficiency. You can't make mistakes that 
cost your client money, yet you have to work quickly. People skills are 
important too. Sometimes | have only 10 minutes to sell myself and convince 
clients they can trust me with their financial records. 


CAREER FACTS 


Nature of the Work: Consult with clients, prepare tax forms, attend IRS audits, give financial 
advice. 
Training or Education Needed: A bachelor’s degree in accounting or business, the CPA 


exam, and continuing education. 

Aptitudes, Abilities, and Skills: Time management skills, interpersonal skills, organizational 
skills, computer skills, and math. 

Salary Range: Start at $40,000 to $400,000, depending on prior experience. 

Career Path: Pass the CPA exam, work in an accounting field to gain work experience, build 
client base, then start your own business. 





Thinking Critically: How would you convince clients that you can be trusted with 
their records? 
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1. 
Zi 


3. 
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10. 


11. 


12: 
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KEY CONCEPTS 





The free enterprise system is based on individual freedoms. 

Competition among businesses to attract customers is a key element of the free enterprise 
system. 

Businesses need to operate profitably in order to continue. 


Profit 


Il 


Money Earned i Money Spent to 
from Sales Operate Business 


Entrepreneurs are willing to take risks and make things happen in business. 

While everyone is different, people who become successful entrepreneurs tend to have similar 
traits, such as a strong desire to succeed, the ability to solve problems, and creative ideas for 
business services or products. 

The three types of businesses are service, merchandising, and manufacturing. 

Sole proprietorships, partnerships, and corporations are three forms of business. 

Sole proprietorships are owned by one person, partnerships by two or more partners, and 
corporations by many shareholders who own stock in the corporation. 

Accountants use “generally accepted accounting principles” or GAAP to prepare financial 
accounting reports. 

Financial accounting reports are often used by individuals outside the business to make 
decisions, such as whether to buy stock in a company or to loan money to the company. 
Management accounting reports are used by individuals inside the business to make decisions, 
such as whether to cut costs or to hire more workers. 

Three important accounting assumptions are business entity, going concern, and accounting 
period. 
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On a separate sheet of paper, write a brief definition for 


each of the following terms: 





| accounting period GAAP 

accounting system going concern 

business entity management accounting 

charter manual accounting system 

computerized accounting manufacturing business 
system merchandising business 

corporation partnership 

entrepreneur service business 

financial accounting sole proprietorship 

financial reports 

free enterprise system 











Understanding Accounting 
Concepts and Procedures 





Instructions 
On a separate sheet of paper, answer the following questions: 
The United States economy is referred to as a free enterprise system. What are the major 
characteristics of this system? 
What is one measure of the success of a business? 


What is the major difference between a merchandising business and a manufacturing 
business? 


What are the advantages and disadvantages of a partnership? 

What does GAAP mean? 

What are the major differences between financial and management accounting? 
What are the three basic assumptions of accounting, and what do they mean? 
What are some characteristics of the entrepreneur? 


Who are the users of management accounting information? 


Who are the users of financial accounting reports? 
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Case Study... 


Entrepreneurship 

Thousands of entrepreneurs start new businesses each 

year. Locate two or three entrepreneurs in your local 

area to interview. If you need help finding entre- 

preneurs, check with your local chamber of commerce 

or other business organizations. Telephone each 

entrepreneur and ask for an interview. Schedule the 

interview, then prepare questions such as these: 

e How did you get the idea for your business? 

e How did you finance the business? 

e What skills have helped you start and run the 
business? How did you acquire these skills? 

e What personal qualities have helped you be 
successful? 

e What has been your biggest challenge in starting 
a business? 

e What advice would you offer to other would-be 
entrepreneurs? 


Thinking Critically: 

1. Conduct the interviews, then write a general pro- 
file of the qualities and skills of a successful entre- 
preneur. Use information from all your interviews. 

2. After writing your profile, decide whether you're 
entrepreneurial material. Explain why or why not. 


Workplace Skills 


Individual Responsibility 


aerate 


inter NET 


The Small Business 
Administration 


Some people dream of starting 
their own business because they 














want to be their own boss. Others 
desire financial independence or 
the opportunity to fully realize 
their creative freedom, skills, and 
knowledge. The Small Business 
Administration offers a wide variety 
of resources to the entrepreneur. 
Do This: 


1. Find the Small Business Admini- 
stration Web site. What is the 
Web site address? 


N 


. What features of the site do you 
think would be the most helptul 
to a person starting a business? 

3. Based on information at the Web 

site, what goes into a business 
plan? 





High performance workers exhibit perseverance and excellence in their job duties. Working well and showing 
a high level of concentration on any task indicates you can assume individual responsibility for your work. 


| On the Job: 


As an accounting clerk for Prints-in-a-Minute, a sole proprietorship, you prepare most of the financial 
statements for your employer, Jose Tirado. As you prepare for your year-end meeting with Mr. Tirado, you locate 


an error in the financial reports How do you handle this situation? 


| Thinking Critically: 
1. Mr. Tirado depends on you for accuracy. You write a memo to Mr. Tirado explaining what has occurred. Give 
Mr. Tirado a plan as to how you will correct the problem. 


. Mr. Tirado has read the memo and has called a conference with you. Pair up with another student and role- 
play the conference, one of you as the accounting clerk, the other as Mr. Tirado. Together discuss how you 


plan to fix the mistake. 
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Problem 2-4 Identifying Types of Businesses 


Instructions In your working papers, indicate whether each of the 
following businesses is a service business, a merchandising business, or a 
manufacturing business. 
1. International Business Machines (IBM) 4. Avis Rent-a-Car 
2. The Gap 5. Ford Motor Company 
3. Glendale Medical Center 6. The Chase Manhattan Bank 
7. Ace Hardware Stores 
. Michigan City Animal Hospital 
. Office Depot 
. Wal-Mart Discount Department 
Store 
. Prudential Insurance Company 
ot America 


. Bethlehem Steel Corporation 








Problem 2-5 Understanding Accounting 
Assumptions 


Instructions In your working papers, indicate the assumption from the 
list below that best matches each numbered statement. 


Accounting Period Business Entity Going Concern 
1. Accounting reports may cover a month, a quarter, or a year. 
2. Accountants expect a business to last indefinitely. 
3. The personal property of a business owner is not included in the 
accounting records of the business. 


4. The business has been in operation for several years and is expected to 
continue. 





5. An owner's personal activities or properties are not mixed with the 
business activities or properties. 

6. The accountant’s report shows how much 
profit the business earned for one month. 








Problem 2-6 Understanding 
Business Operations 


Mary Torres owns and operates a bakery. 







During the past week she sold S00 loaves 
of bread at $2.25 per loaf. The raw materials 







for each loaf cost Ms. Torres $1.80. 
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GHAPTER 2 PROBLEMS 


Instructions In your working papers, write the answers to the following 
questions: 


1. What type of business does Ms. Torres operate? 
2. What was the profit on bread sales for the week? 


3. Aside from the costs for raw materials, what other costs will Ms. Torres 
use to calculate her profit for the week? 








Problem 2-7 Categorizing Forms of Business 
Organizations 

Instructions Match the letter next to each form of business with the 
appropriate items in the following list of advantages and disadvantages. You 
may use a letter more than once. Use the form provided in your working 
papers. 


A. Sole Proprietorship B. Partnership C. Corporation 


1. 
Zi 
3. 
4. 
3. 
6. 
7. 
8. 
9, 


10. Easy to expand 


Easier to raise money 
Limited expertise 

Costs more to start up 
Owner has total control 
Must share the profits 
Higher taxes 

Fewer regulations to follow 
Easy to transfer ownership 


Conflict between owners 











Problem 2-8 Working as an 
Entrepreneur 
Instructions Using the form in your working papers, identify each of the 





following as an advantage or disadvantage of being an entrepreneur. For each 
item you label a disadvantage, decide what actions you would take to 
overcome that disadvantage. Analyze and describe how your actions might 
affect the profit your business earns. 


1. Risking the loss of your savings 

. Deciding what you and everyone else needs to do each day 
. Lacking steady wages and employee benefits 

. Choosing when and where to work 

. Keeping the financial benefits of your hard work 


. Choosing the people you want to work with 


. Paying all the expenses of a new business 
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The Basic 
Accounting 
s Cycle 


In this unit... 


All businesses keep financial records. In this unit, you will learn 
how business transactions affect the financial records of a business. 
Learning to analyze business transactions correctly is the first step 
toward learning accounting. You will then learn how to record those 
transactions in the accounting records of the business. The business 
used as an example in this unit is a sole proprietorship. The business, 
called Roadrunner Delivery Service, provides delivery services to 
its customers. After studying the chapters in this unit, you will have 
learned how to keep accounting records through a complete 


accounting cycle. 


We must use time creatively and forever 
realize that time is always hope to do 
great things. 
—Martin Luther King, Jr. a 
American Civil iP 
Rights Leader 





LIS 





Business Transactions 
? and the 
e Accounting Equation 


















Learning Objectives 


When you have completed this 


“vv ets | RESA OTTO 


> Describe the relationship INVESTING EQUITY 
| between property and 
| financial claims. Born in Cincinnati, Ohio, Steven Spielberg shot his first movie in 
order to earn a Boy Scout merit badge. His homemade action film, 
called Gunsmog, featured a holdup, a sheriff, and a bad guy who 
plunged over a cliff. By the age of 46, Spielberg became a billionaire 
by producing movies like ET, Back to the Future, Jurassic Park, and 
several Indiana Jones movies. 





> Explain the meaning of equity as 
it is used in accounting. 


> List and define each part of the 
accounting equation. 


> Show how various business DreamWorks SKG is a partnership he formed with Jeffrey 
transactions affect the accounting Katzenberg and David Geffen. Each partner invested $33 million with 
equation. plans to produce feature films and television series. DreamWorks 


pm Check the balance of the account- SKG is located in Hollywood, California. 


ing equation after a business What do you think? 
transaction has been analyzed 1. Making movies and television programs can cost millions of 
and recorded. dollars. How do you think the money invested by the 

> Define the accounting terms DreamWorks' partners helps the company operate? 
introduced in this chapter. 2. What are the benefits of a partnership? 











7 
Dream Works SKG 
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Workplace Connections 


Every business has assets, fA 
liabilities, and owner's equity—the 
elements in the basic accounting 
equation that you'll study in this chapter. The 
business uses an accounting system to record its 
assets, liabilities, and owner’s equity. Your local 
bakery's assets (what it owns) probably include 
kitchen equipment and ovens. It’s liabilities (debts) 
may include unpaid bills to food suppliers, and the 
owner's equity of the business (what the business 
is worth) may be money that the owner invested 
to get the bakery up and running. 
Investigate: 

In your workplace, what assets does the 

business have? 

What types of debts or liabilities would 

you imagine the business to have? 






















È a 

What You'll Learn 

° The relationship be- 
tween property and 
financial claims. 

e The meaning of equity as 
it is used in accounting. 

® The parts of the 
accounting equation. 

e The definition of each 
part of the accounting 
equation. 


Why It's Important 


The accounting equation 
is the basis for keeping all 
accounting records in 
balance. 


property 





property rights 
financial claims 
credit 

creditor 

assets 

investments 

equity 

owner’s equity 
liabilities 
accounting equation 











Property and 
Financial Claims 


In Chapter 2, you learned that accounting is the language of busi- 
ness. In this chapter, you will learn about the accounting equation and 
how it expresses the relationship between property and the rights, or 
claims, to the property. 

United Parcel Service (UPS), a corporation that provides global de- 
livery services, uses accounting reports to communicate to its managers, 
employees, and investors. The UPS financial reports identify the prop- 
erty used in the business, like airplanes, trucks, and computers. The re- 
ports also show how the company obtained the property, either from 
loans or from funds provided by investors. 


Property: Ownership and Contro 


The right to own prop- Fl 
erty is basic to a free enter- 
prise system. Property is 
anything of value that is 
owned or controlled. When 
vou own an item of prop- 
erty, you have a legal right 
or financial claim to that 
item. When you have con- 
trol over an item, you have 
the right only to the use of 





the item. For example, sup- 
pose you paid $600 for a mountain bike. As a result of the payment, you 
own the bike. If you had rented the bike for the weekend instead of buy- 
ing it, you would pay a much smaller amount of money, but you would 
have control of the bike for only a limited time. You would have the right 
to use the bike for the weekend, but you would not own it. 

As you can see from this example, you can have certain rights, or 
claims, to the items that you either own or control. The following table 
illustrates the difference between ownership and control. 








Property Financial 
Right Claim 
Own Yes Yes 
Control (like rent) Yes No 





Businesses also own and control property. One of the purposes of ac- 
counting is to provide financial information about property and rights to 
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that property. In accounting, property and financial claims are measured in 
dollar amounts. Dollar amounts measure both the cost of the property and 
the property rights , or financial claims to the property. In our moun- 
tain bike example, since you paid $600 cash to buy the bike, you have a 
property right and a financial claim of $600 to the bike. This relationship 
between property and financial claims is shown in the following equation, 








Property _ Financial Claims 
(Cost) (Financial Investments) 
Bike = Your Claim to the Bike 
$600 = $600 





When you buy property with cash, you acquire all of the financial claims 
to that property at the time of purchase. What happens to the financial 
claim, however, when you don’t pay for the property right away? 

When you buy property and agree to pay for it later, you are buying on 
credit . The business or person selling you the property on credit is called 
a creditor . A creditor can be any person or business to which you owe 
money. When you buy property on credit, you do not have the only finan- 
cial claim to the property. You share the financial claim to that property 
with your creditor. For example, suppose you want to buy a $100 lock for the 
mountain bike, but you have only $60. You pay the store $60 and sign an 
agreement to pay the remaining $40 over the next two months. Since you 
owe the store (the creditor) $40, you share the financial claim to the lock 
with the creditor. The creditor’s financial claim to the lock is $40 and your 
claim is $60. The combined claims equal the cost of the property. Your pur- 
chase of the lock can be expressed in terms of the equation: PROPERTY = 
FINANCIAL CLAIMS. 











Property = Financial Claims 
Bike Lock = Creditor’s Financial Claim + Owner’s Financial Claim 
$100 = $40 + $60 








As you can see, two (or more) people can have financial claims to the 
same property. 


Financial Claims in Accounting 


In accounting, property or items of value owned by a business are referred 
to as assets . Some examples of assets are cash, office equipment, manufac- 
turing equipment, buildings, and land. The accounting term for the financial 
claims to these assets is equity. Investments are assets, generally long- 
term in nature, that are not intended to be converted to cash or to be used 
in the normal operations of the business in the next accounting period. If 
you have a financial claim to property, you are said to have equity in that 
property. Let’s explore the meaning of the term equity by introducing Maria 
Sanchez and her new business, Roadrunner Delivery Service, organized as a 
sole proprietorship. 














i MO, 


bevi vio 





Overnight 
Guarantee 


Federal Express, the 
company that revoiu- 
tionized the way people 
work, began when its 
founder Fred Smith was 
drawing a doodle of the 
distribution model—a hub 
and connecting spokes— 
used by major airlines 
to route flights. He pro- 
posed that if all mail were 
channeled through one 
major hub, it would reach 
its final destination more 
quickly. Smith’s plan 
worked so well that 
Federal Express was able 
to expand its overnight 
guarantee to include 
worldwide destinations. 

















ACCOUNTING 
Flashbacks. 


THE IRS WEB SITE 
When the IRS put up its 


Web page in 1996, it re- 
ceived over a million hits 
during its first week. The site 
offers documents, guide- 
lines, and help for taxpayers. 
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Suppose Roadrunner Delivery Service purchases a delivery truck for 
$10,000. Roadrunner makes a cash down payment of $3,000 to the seller. A 
local bank loans Roadrunner the remaining $7,000. Both Roadrunner and the 
bank now have financial claims to the truck. 













Using Algebra 





You can calculate «IE Lim 
dinouniic ii afianii Creditor’s Financial Owner’s Financial 
equation using the rules Property = Claim + Claim 
of algebra. Truck 

The basic accounting $10,000 = $7,000 + $3,000 
equation is in the form of 











a=b+c 

* Tofindeitherborc, 
* re-write the equation as 
b=a-corc=a-b. 


Over the years, as Roadrunner repays the loan, its equity will increase. As 
less money is owed, the equity of the creditor (the bank) will decrease. When 
the loan is completely repaid, the creditor’s financial claim will be canceled. 
In other words, the owner’s equity will then equal the cost of the truck. Road- 
runner will own the truck and will have full property rights to it. 

As you can see from this example, equity is simply the claims—of both cred- 
itor(s) and owner(s)—to the assets of a business. In accounting, there are sepa- 
rate terms for owner’s claims and creditor’s claims. The 
san = owner's claims to the assets of the business are called 

‘owner's equity . Owner's equity is measured by the 
dollar amount of the owner’s claims to the total assets 
ot the business. 








Creditor’s Financial Claim + Owner’s Financial Claim 


Property 


Assets 


Liabilities si Owner's Equity 








The creditor’s claims to the assets of the business are called liabilities . 
Liabilities are the debts of a business. They are measured by the amount 


Equity includes 


Ot Uae Ie sItOrs of money owed by a business to its creditors. The relationship between 


claims (liabilities) and : i sei ae nr 
assets and both types of equity (liabilities and owner’s equity) is shown in 


the accounting equation : 


ASSETS = LIABILITIES + OWNER’S EQUITY 


the owner’s claims 





(owner's equity). 


A MATTER OF ETHICS 


Company Property Ethical Decision Making: 


: fs ee e at are the ethical issues? 
Many companies provide office supplies for What are the etl 


their employees’ use while on the job. Imagine What are the alternatives? 
that you work for a large department store like JC 


Who are the affected parties? 
Penney. Several of your co-workers take company 


supplies home for their personal use, such as pens, How do the alternatives affect 


bags, hangers, and boxes. You need boxes to store the parties? 
some items at home, so you consider taking them What would you do? 
from the supply room. 
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Check Your Understanding 


Now that you have studied this section, complete the following questions and problems. 





Thinking Critically 


1. Explain the legal right of owning an item of property. 


2. What is meant by having a financial claim to property? 








wn — 
CS 


7. 0.889 
8. 0.60 
9. 0.375 


tions into decimals. 


4.) 
Da, A 
6. 


10. 0.25 
11. 0.667 
12. 0.75 


Computing in the Business World 
Many types of work require you to convert fractions 
into decimals and vice versa. Convert the following frac- 


Convert the following decimals into fractions. 











Pr PSS wry 


Problem 3-1 Balancing the Accounting Equation 


Instructions Determine the missing dollar amount indicated by the question mark in 


each equation. Write each missing amount in your working papers. 


ASSETS 
. $17,000 
? 
. $10,000 
? 

.$ 8,000 
. $20,000 
) 

. $30,000 
. $22,000 
. $25,000 


~ 
— 


> 


. $ 7,500 


pe n 
N = 


LIABILITIES 


$ 7,000 
$ 6,000 
? 
$ 9,000 
$ 2,000 
$ 7,000 
$12,000 
? 
$ 1,000 
$ 5,000 


$10,000 
? 


t 


I 
+ 


OWNER'S EQUITY 


? 
$20,000 
$ 7,000 
$17,000 


? 

) 
$ 4,000 
$22,000 

? 

) 
$25,000 
$ 3,000 
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What You'll Learn 





How accounts are used 
in business transactions. 
The steps used to 
analyze business 
transactions. 

How investments by the 
owner affect the 
accounting equation. 
How a cash payment 
transaction affects the 
accounting equation. 
How a credit transaction 
affects the accounting 
equation. 


Why It's Important 


You can analyze real- 


world business transactions 
by using the accounting 
equation. 


| Kev EE 


business transaction 
account 

accounts receivable 
accounts payable 


on account 
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Transactions That Affect 
Owner's Investment, 
Cash, and Credit 


The last time you purchased a new sweater, bought popcorn at the 






movies, or deposited money into your savings account, you were partic- 
ipating in business transactions. 
Business transactions involve the 
purchase, sale, or exchange of 
goods and services. Some busi- 
nesses have hundreds, or even 
thousands, of business transactions 
every day. When a business trans- 


action occurs, the financial posi- 





tion of the business changes. 


Business Transactions 
A is an economic event that causes a change— 


either an increase or a decrease—in assets, liabilities, or owner’s equity. 
The change is reflected in the accounting sys- 
tem of the business. Let’s look at an example. 

If a business buys a computer and pays 
cash for it, the amount of cash decreases. At 
the same time, the business increases its com- 
puter equipment. In an accounting system, 
the increases and decreases caused by business 
transactions are recorded in specific accounts. 
An account shows the balance for a specific 
item, such as cash or computer equipment. It 
also is a record of the increases or decreases 
for that specific item. 

Accounts represent things in the real 
world, such as money invested in a business, office furniture, or money 
owed to a creditor. For example, an account for office furniture repre- 
sents the dollar cost of all the office furniture owned by the business. 

Every business sets up its accounts and its accounting system ac- 
cording to its needs. The number of accounts needed by a business will 
vary. Some businesses use Only a few accounts, while others use hun- 
dreds. Regardless of the number of accounts a business has, all its 
accounts may be classified as either assets, liabilities, or owner’s equity. 


Here are the accounts used by Roadrunner Delivery Service: 
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Assets _—— _ Liabilities 


Cash in Bank 
Accounts Receivable 
Computer Equipment 
Office Equipment 
Delivery Equipment 


Owner's Equity 


Accounts Payable Maria Sanchez, Capital 


The second asset account listed is Accounts Receivable. Accounts 
receivable is the total amount of money owed to a business. It represents 
money to be received later because of the sale of goods or services on credit. 
The Accounts Receivable account is an asset because it represents a claim 
to the assets of other people or businesses. It represents a future value that 
eventually will bring cash into the business. When the business receives pay- 
ment, the claim will be canceled. 

The liability account listed is Accounts Payable. Accounts payable is 
the amount of money owed, or payable, to the creditors of a business. It 
is a future obligation requiring the payment of cash or services to other 
people or businesses. 

Finally, note that the owner’s equity account in a business is identified 
by the owner’s name followed by a comma and the word “Capital.” 
Capital, as you learned in Chapter 2, refers to the dollar value of assets con- 
tributed to the business. 


Effects of Business Transactions 
on the Accounting Equation 


When a business transaction occurs, an accounting clerk analyzes the 
transaction to see how it affects each part of the accounting equation. 
Analyzing business transactions is simple. Use the following steps. 











TIPS 
Capital 


The word capital has 
its roots in the Latin word 
capitalis, meaning “prop- 
erty.” Capital first meant 
“main.” Later the term 
came to stand for a person’s 
wealth, which was the main 
source of a person's 
importance. 





Counting the 
Votes 

When movies are 
nominated for an Academy 
Award, a professional 


accounting firm counts the 
votes and delivers the results 
on the night the prizes are 
awarded. Price Waterhouse 
is the firm, and it has been 
participating in the Academy 
Awards since 1935. 








Business Transaction 


ny 





ANALYSIS Identify 1. Identify the accounts affected. 


Classify 2. Classify the accounts affected. 
4 3. Determine the amount of increase or decrease for each account 
affected. 
Balance 4. Make sure the accounting equation remains in balance. 








The business transactions that follow are examples of transactions that 
occur in most businesses. To help you learn about various kinds of transac- 
tions, these examples are categorized as follows: 


e investments by the owner, 

e cash transactions, 

e credit transactions, 

e revenue and expense transactions, and 
e withdrawals by the owner. 
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Key Points 


The first three categories are covered in this section. Transactions in- 





volving revenues, expenses, and withdrawals by the owner are covered in 


Business Transactions the next section. 
Every business 
hac seri Investments by the Owner 
transaction affects at 
least two accounts. These transactions illustrate investments by 


———— the owner, Maria Sanchez, in her business, Road- 





runner Delivery Service. The first involves a cash 
investment, while the second concerns a transfer 
of property. 





STL eC eS 


Maria Sanchez took $25,000 from personal savings and deposited that amount 
to open a business checking account in the name of Roadrunner Delivery Service. 





ANALYSIS Identify 1. Cash transactions are recorded in the account Cash in Bank. Maria 
Sanchez is investing personal funds in the business. Her investment in the 
business is recorded in the account called Maria Sanchez, Capital. 





Classify 2. Cash in Bank is an asset account. Maria Sanchez, Capital is an owner's 
equity account. 
+/- 3. Cash in Bank is increased by $25,000. Maria Sanchez, Capital is 
increased by $25,000. 
Balance 4. The accounting equation remains in balance. 

















Assets = Liabilities + | Owner's Equity 
Cash in Bank Maria Sanchez, Capital 
Trans.1 +$25,000 = 0 + +$25,000 













| Business Transaction 2 





The owner, Maria Sanchez, took two telephones valued at $200 each (total $400) 
from her home and transferred them to the business as Office Equipment. 






ANALYSIS Identify 1. The business received two telephones. Since a telephone is office 
equipment, the account Office Equipment is affected. Maria Sanchez 
invested a personal asset in the business, so the account Maria Sanchez, 
Capital is affected. 





| Classify 2. Office Equipment is an asset account. Maria Sanchez, Capital is an 
| owner's equity account. 
+/- 3. Office Equipment is increased by $400. Maria Sanchez, Capital is 
increased by $400. 
Balance 4. The accounting equation remains in balance. 
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Assets Liabilities + Owner's Equity 














Cash Office Maria Sanchez, 
in Bank Equipment Capital In Balance 
Prev. Bal. $25,000 0 0 $25,000 tee eee Ae 
each transaction, the 
Trans. 2 + $400 + 400 
accounting equation 
Balance $25,000 + $400 > 0 + $25,400 must be in balance. 





Cash Payment Transactions 


Transaction 3 is an example of a transaction in which an asset 
is purchased for cash. Any asset that is purchased for cash will be 


recorded in the same manner, but the account name of the asset pur- = 

















chased may vary. | 
es a | | y Seen n ai 
| ESTR tt so 
Business Transaction 3 ws, letra 
se Ne 
Roadrunner issued a $3,000 check to purchase a computer system. ae _ T & 
ANALYSIS Identify 1. The Computer Equipment account is used to record transactions 


involving any type of computer equipment. The business paid cash for the 
computer system, so the account Cash in Bank is affected. (Payments 
made by check are treated as cash payments and are recorded in the 
Cash in Bank account.) 


Classify 2. Computer Equipment and Cash in Bank are both asset accounts. 
+/- 3. Computer Equipment is increased by $3,000. Cash in Bank is decreased 
by $3,000. 
Balance 4. The accounting equation remains in balance. 








= ig 








Assets = Liabilities + Owner's Equity 
Cash Computer Office Maria Sanchez, 
in Bank Equipment Equipment Capital 
Prev. Bal. $25,000 0 $400 0 $25,400 
Trans. 3 —3,000 +$3,000 
Balance $22,000 + $3,000 + $400 = 0 db $25,400 


Transaction 3 affects only the assets side of the equation. Roadrunner 
exchanged one asset (cash) for another asset (computer equipment). 


Credit Transactions 


Now that you have learned about cash transactions, let's look at how 
the use of credit affects the accounting equation. When a business buys an 
item on credit, it is buying on account . In the next four transactions, you 
will learn about a purchase on account, a sale on account, a payment made 
on account, and a payment received on account. 
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‘ Business Transaction 4 Él EE 


Roadrunner bought a used truck on account from North Shore Auto for $12,000. 


ANALYSIS Identify 1. Roadrunner purchased a truck to be used as a | DX 
I 






delivery vehicle, so the account Delivery 
Equipment is affected. The business promised to 
pay for the truck at a later time. This promise to 
pay is a liability; therefore, the Accounts Payable 
account is affected. a 


Classify 2. Delivery Equipment is an asset account. Accounts Payable is a liability 
account. 
+/- 3. Delivery Equipment is increased by $12,000. Accounts Payable is also 
increased by $12,000. 
Balance 4. The accounting equation remains in balance. 

















Assets = Liabilities + Owner's Equity 
Cash Computer Office Delivery Accounts Maria Sanchez, 
inBank Equipment Equipment Equipment Payable Capital 
Prev. Bal. $22,000 $3,000 $400 0 0 $25,400 
Trans. 4 +$12,000 +$12,000 
Balance $22,000 + $3,000 + $400 + $12,000 = $12,000 + $25,400 








Business Transaction5 MB o | 


| Roadrunner sold one telephone to Green Company for $200 on account. | 
| 
ANALYSIS Identify 1. Since Roadrunner has agreed to receive payment for the telephone ata | 


later time, the Accounts Receivable account is affected. The business 
sold the telephone, so the account Office Equipment is also affected. 


Classify 2. Both Accounts Receivable and Office Equipment are asset accounts. 
+/- 3. Accounts Receivable is increased by $200. Office Equipment is 
decreased by $200. 
| Balance 4. The accounting equation remains in balance. 





sii IE I a a sen 











Assets = Liabilities + Owner's Equity 
Cash Accounts Computer Office Delivery Accounts — Maria Sanchez, 
inBank Receivable Equipment Equipment Equipment Payable Capital 
Prev. Bal. $22,000 0 $3,000 $400 $12,000 $12,000 $25,400 
Trans. 5 + $200 — 200 
Balance $22,000 + $200 + $3,000 + $200 + $12,000 = $12,000 + $25,400 
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Business Transaction 6 





Roadrunner issued a check for $350 in partial payment of the amount owed to its creditor, North 
Shore Auto. 


ANALYSIS Identify 1. The payment decreased the total amount owed to the creditor, so 
Accounts Payable is affected. Payment was made by check, so the 
account Cash in Bank is affected. | 


Classify 2. Accounts Payable is a liability account. Cash in Bank is an asset account. | 
+i = 3. Accounts Payable is decreased by $350. Cash in Bank is also decreased 
by $350. 
Balance 4. The accounting equation remains in balance. | 





J 





Assets = Liabilities + Owner's Equity 
Cash Accounts Computer Office Delivery Accounts Maria Sanchez, 
inBank Receivable Equipment Equipment Equipment Payable Capital 
Prev. Bal. $22,000 $200 $3,000 $200 $12,000 $12,000 $25,400 


Trans. 6 —350 — 350 
Balance $21,650 + $200 + $3,000 + $200 + $12,000 $11,650 + $25,400 








Business Transaction 7 





Roadrunner received and deposited a check for $200 from Green Co. The check received is full payment for 
the telephone sold on account in Transaction 5. 


ANALYSIS Identify 1. The check decreases the amount owed to Roadrunner, so Accounts 
Receivable is affected. A check is given in payment, so Cash in Bank is 
affected. 

Classify 2. Accounts Receivable and Cash in Bank are asset accounts. 
“= 3. Accounts Receivable is decreased by $200. Cash in Bank is increased 
by $200. 
Balance 4. The accounting equation remains in balance. 








Assets = Liabilities + Owner's Equity 
Cash Accounts Computer Office Delivery Accounts Maria Sanchez, 
inBank Receivable Equipment Equipment Equipment Payable Capital 
Prev. Bal. $21,650 $200 $3,000 $200 $12,000 $11,650 $25,400 


Trans. 7 +200 —200 
Balance $21,850 + $0 + $3,000 + $200 + $12,000 





$11,650 + $25,400 


As you can see, each business transaction causes a change in assets, lia- 
bilities, or owner’s equity. Analyzing each transaction to see how it affects 
the accounting equation keeps everything in balance. 
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SECTION 2. Check Your Understanding 


Now that you have studied this section, complete the following questions and problems. 








Thinking Critically 
l. 


What is the difference between accounts receivable and accounts payable? 
When a business transaction occurs, what is the role of the accountant or 
accounting clerk? 








Communicating Accounting 


In your business, Ace Tutoring Service, it is critical for your new accounting clerk to fully 


comprehend how a business transaction affects the accounts of your business. Using the four- 


step approach to transaction analysis, write a “tip sheet” to help your new employee re- 


member the steps. Write a brief explanation and give an example of each step in the analysis. 


Create a business transaction to use in your explanation. 





N 


Problem 3-2 Determining the Effects of Transactions 
on the Accounting Equation 


1. Jan Swift, owner, deposited $30,000 in a checking account to 
. The owner transferred to the business a desk and chair valued 
. WordService issued a check for $4,000 for the purchase of 

. The business bought office furniture on account for $5,000 


. The desk and chair previously transferred to the business by 


6. 





Instructions Use these accounts to analyze the business transactions of WordService. 


Assets = Liabilities + Owner's Equity 


Cash in Bank Accounts Payable —_ Jan Swift, Capital 
Accounts Receivable 

Computer Equipment 

Office Furniture 


On the form provided in your working papers, identify the accounts affected by each 


transaction and the amount of increase or decrease in each account. Make sure the account- 
ing equation is in balance after each transaction. Your transaction analysis should be set up 
like Transactions 1 through 7 on pages 52-55. 


start a business, WordService. 

at $700. 

a computer. 

from Eastern Furniture Company. 


the owner were sold on account for $700. 
WordService wrote a check for $2,000 in partial payment of 





the amount owed to Fastern Furniture Company. 
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Transactions That Affect 
Revenue, Expense, and 
Withdrawals by the Owner 


United Parcel Service (UPS) has thousands 


What You'll Learn 


® How revenue transac- 
tions affect the account- 


of shareholders who expect a return on their 
investment in the business. The most common 
way for a business to provide a return is by sell- 





ing goods or providing services. UPS earns rev- ing equation. 

enue by providing a global delivery service. To ° How expense trans- 
provide the delivery service, UPS incurs expenses like salaries, trans- actions affect the 
portation, and insurance. In this section you will learn about revenue accounting equation. 


* How withdrawals by 
the owner affect the 


Revenue and Expense Transactions accounting equation. 
Why It’s Important 


The experience you 


and expense transactions as well as owner’s withdrawals. 





Income earned from the sale of goods or services is called reveni 
Examples of revenue are fees earned for services pertormed and cash 


received from the sale of merchandise. Revenue increases owner's equity gain by analyzing revenue, 
because it increases the assets of the business. expense, and withdrawal 

Both revenues and investments by the owner increase owner's equity, transactions will help you 
but these represent very different transactions. Revenue is income from the analyze transactions in real- 
sale of goods and services. Investment by the owner is the dollar amount world situations. 


contributed to the business by the owner. To generate revenue by selling 
goods or services, most businesses must also incur expenses to buy goods, TERMS 
materials, and services. An expense is the price paid for goods or services 


used to operate a business. Examples of business expenses are rent, 





revenue 


soak i : i expense 
utilities, and advertising. Expenses decrease owner’s equity because they . 
i i ui : ° withdrawal 
decrease the assets of the business or increase liabilities. 








DAT RN IC: 






Roadrunner received a check for $1,200 from a customer, Sims Corporation, for delivery services. 





ANALYSIS Identify 1. Roadrunner received cash, so Cash in Bank is affected. The payment 
received is revenue. Revenue increases owner's equity, so Maria 
Sanchez, Capital is also affected. 


Classify 2. Cash in Bank is an asset account. Maria Sanchez, Capital is an owner's 
equity account. 
+/- 3. Cash in Bank is increased by $1,200. Maria Sanchez, Capital is also 
increased by $1,200. 
Balance 4. The accounting equation remains in balance. 
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Assets = Liabilities + Owner's Equity 
| _Cash Accounts Computer Office Delivery Accounts Maria Sanchez, 
inBank Receivable Equipment Equipment Equipment Payable Capital 
Prev. Bal. $21,850 $0 $3,000 $200 $12,000 $11,650 $25,400 
Trans.8  +1,200 + 1,200 
Balance $23,050 + SO + $3,000 + $200 + $12,000 = $11,650 + $26,600 


Business Transaction 9 


Roadrunner wrote a check for $700 to pay the rent for the month. 








ANALYSIS Identify 


1. Roadrunner pays rent for use of building space. Rent is an expense. 
Expenses decrease owner's equity, so the account Maria Sanchez, 
Capital is affected. The business is paying cash for the use of the building, | 
so Cash in Bank is affected. | 














Classify 2. Maria Sanchez, Capital is an owner's equity account. Cash in Bank is an | 
asset account. 
+/- 3. Maria Sanchez, Capital is decreased by $700. Cash in Bank is decreased 
by $700. 
Balance 4. The accounting equation remains in balance. 
Assets = Liabilities + Owner's Equity 
_Cash Accounts Computer Office Delivery Accounts Maria Sanchez, 
inBank = Receivable Equipment Equipment Equipment Payable Capital 
Prev. Bal. $23,050 SO $3,000 $200 $12,000 $11,650 $26,600 


Trans. 9 —700 





Balance $22,350 + 


CONNECTTO... 
HEALTH 


Actuaries in the insurance 
industry determine how much 
it costs to care for different 
clients and generate rates 


accordingly. For example, 
health insurance actuaries 
keep track of how much more 
it costs to cover smokers than 
non-smokers and adjust their 
rates to compensate for the 
difference. 








$0 


—700 
$11,650 + $25,900 


Withdrawals by the Owner 


Generally, if a business earns revenue, the owner will take cash or other 
assets from the business for personal use. This transaction is called a 
When the assets of a business are decreased because of a withdrawal by 
the owner, the owner’s financial claim to the assets of the business is also de- 
creased. A withdrawal, therefore, decreases both assets and owner’s equity. 


+ $3,000 + $200 + $12,000 


Il 


A withdrawal is not the same as an expense. Both expenses 
and owner's withdrawals decrease owner's equity, but these 






represent very different transactions. An expense is 
the price paid for goods and services used to oper- 
ate a business. For example, a landscaping service 
might purchase fertilizer and lawncare supplies to 
conduct daily operations. Withdrawals by the owner 
are cash or other assets taken from the business for the 
owner’s personal use. Transaction 10 illustrates the impact of 
a withdrawal on the accounting equation. 
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Business Transaction 10 n 


Maria Sanchez withidrew $500 from the business for her personal use. 

















ANALYSIS Identify 1. A withdrawal decreases the owner's claim | | 
to the assets of the business, so Maria 
Sanchez, Capital is affected. Cash is paid 
out, so the Cash in Bank account is 
affected. 
Classify 2. Maria Sanchez, Capital is an owner's equity account. Cash in Bank is an 
asset account. 
+/- 3. Maria Sanchez, Capital is decreased by $500. Cash in Bank is decreased 
by $500. 
Balance 4. The accounting equation remains in balance. 
Assets = Liabilities + Owner's Equity 
Cash Accounts Computer Office Delivery Accounts Maria Sanchez, 
inBank Receivable Equipment Equipment Equipment Payable Capital 
Prev. Bal. $22,350 $0 $3,000 $200 $12,000 $11,650 $25,900 


Trans. 10 —500 —500 
Balance $21,850 + $0 + $3,000 + $200 + $12,000 $11,650 + $25,400 





The following summarizes the transactions of this chapter. Can you 
describe what is happening in each line? 


Cash Accounts Computer Office Delivery Accounts Owner's 
inBank Receivable Equipment Equipment Equipment = Payable + Equity 
Prev. Bal. 0 0 0 0 0 0 0 
Trans. 1 +25,000 + 25,000 
Trans. 2 +400 +400 
Trans. 3 —3,000 +3,000 
Trans. 4 + 12,000 + 12,000 
Trans. 5 +200 —200 
Trans. 6 —350 —350 
Trans. 7 +200 — 200 
Trans. 8 +1,200 + 1,200 
Trans. 9 —700 —700 
Trans. 10 —500 500 


Balance $21,850 + $0 + $3,000 + $200 + $12,000 $11,650 + $25,400 
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SECTION 3. Check Your Understanding 





Now that you have studied this section, complete the following questions and problems. 








“i Thinking Critically 


1. What effect does revenue have on a business? 











2. What effect do withdrawals have on a business? 
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Analyzing Accounting 
Analyze the following transactions using the format 
shown below. 


Analysis Identify: ? 
Classify: ? 

Fs ? 

Balance: ? 


1. Paul Howard withdrew $500 from his business, Kite Supply, for his 
personal use. 
2. Kite Supply issued a check for $250 to purchase an office desk and chair. 


Problem 3-3 Determining the Fffect of Transactions on 
the Accounting Equation 





Instructions Use the accounts of WordService, a secretarial service, to analyze these 
business transactions. The beginning balance for each account is shown following the 
account name. 





Assets = Liabilities + Owner's Equity 
Cash in Bank, $24,000 Accounts Payable Jan Swift, Capital 
Accounts Receivable, $700 $3,000 $30,700 


Computer Equipment, $4,000 
Office Furniture, $5,000 


On the form provided in your working papers, identify the accounts affected by each 
transaction and the amount of the increase or decrease for each account. Make sure the 
accounting equation is in balance after each transaction. 


. Paid $50 for advertising in the local newspaper. 

. Received $1,000 as payment for preparing a report. 

. Wrote a $600 check for the month’s rent. 

. Jan Swift withdrew $800 for her personal use. 

. Received $200 on account from the person who had purchased the old office furniture. 


nk DL IN — 
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KEY CONCEPTS / 





For all property that is owned or controlled, there are corresponding financial claims equal to the 
cost of the property. 

The accounting term for a financial claim to the assets of a business is equity. 

Every business transaction changes one or more parts of the accounting equation. 

When a business buys an item on account, the amount owed is called an account payable. When 
a business sells an item on account, the total amount to be received by the business is called an 
account receivable. 

Revenues are earned by selling goods or services. Businesses must earn revenues to continue to 
operate and to provide a return on the owner's investment. Revenues increase the owner’s equity 
in the business. 

Expenses are the cost of items used in the operation of a business. Expenses decrease the owner's 
equity in the business. 

Investments occur when an owner transfers cash or other assets to the business. Investments 
increase owner's equity. 

Withdrawals occur when an owner takes cash or other assets from the business for personal use. 
Withdrawals decrease the owner's equity in the business. 

The effects of typical business transactions on accounts are as follows: 


7 ti Effects On: 
ransaction 
Assets Liabilities | Owner’s Equity 











Investment of cash by owner 


Investment of property 








Cash payment, such as 
purchase of office equipment 
Purchase of an asset on account 


n 
) 


Sale of office equipment on 
account 
Make a payment on account 







Record revenue from a cash sale 


Record a cash payment for an 





expense 


Record a cash withdrawal by 
the owner 


cca 
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Grouping, comparing, and contrasting terms often helps us understand definitions. Answer the 
following questions related to the terms in this chapter. 


accounts payable investments 
accounts receivable on account 
credit property 
creditor property rights 
equity revenue 
expense withdrawal 
financial claims 


A. Which terms can be considered assets (or benefits) to the 
business? Why? 

B. Which terms might be grouped under the heading 
“Owner's Equity”? Why? 
Which terms relate to the liabilities of a business? 


























Understanding Accounting 
Concepts and Procedures 


Instructions 
Answer the following questions on a separate sheet of paper: 


1. What is the relationship between property and financial claims? 


2. List five examples of business assets. Explain why they are business assets rather than personal 
assets. 


3. Name two types of equity in a business, and explain what each type represents. Give an 
example of each. 

4. Why are accounts used in an accounting system? 

5. Explain the difference between accounts receivable and accounts payable. 

6. Why are at least two accounts affected by each business transaction? 

7. What steps should be followed in analyzing a business transaction? 

8. How does one determine if the accounting equation is in balance? 

9. Why is it important for a business to earn revenue? 

10. Explain the difference between revenue and expenses. 

11. Explain the difference between revenue and owner's investment. How do transactions 
involving these items affect owner’s equity? 

12. Explain the difference between expense and owner's withdrawal. How do transactions 
involving these items affect owner's equity? 


3. Why does withdrawal of cash by the owner for personal use decrease owner's equity? 
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Case Study... 


Service Business: Health and Fitness 

The Fitness Center, owned by Gail Chan, has been 
in business for two years. The business is successful 
with its expanded hours of operation and child care 
program. To meet the needs of its clients, the Fitness 
Center must buy additional exercise equipment. 

You are a local business consultant and have 
worked with several other small businesses in the 
area. Ms. Chan has asked you about possible ways to 
obtain money for the new equipment. She has 
already borrowed money from family members and 
cannot use them as a source of more funds. 


Thinking Critically: 

1. As a consultant, your job is to evaluate possible 
sources of money for your client. Research 
alternatives with the Small Business Administra- 
tion, the Chamber of Commerce, and local banks. 

2. Make a list of alternatives. Include costs, interest 
rates, and advantages or disadvantages. 

3. Make a recommendation to your client based on 
your list of alternatives. 

4. Explain how the additional money will affect the 
accounting equation. 





Workplace Skills 


Applying Technology 


Whether you work in a small or large business, technology is critical to efficiency in the workplace. Employees 
must be able to apply the technology appropriate to their work tasks. 


On the Job: 


After graduating from college and working for a year as a junior accountant in a CPA's office, you decide to 
open an accounting business from your home. You'll need a computer, software, and office furniture to get 
started. Answer the questions below to help you analyze and select the appropriate technology for your needs. 


Thinking Critically: 


1. List the kinds of financial services you would like to provide to your customers. 


2. Research three accounting software packages that would help you deliver the services you listed. List the name, 
price, system requirements, and features of each software package. 


3. Select the software package that best meets your anticipated needs. Write a paragraph explaining why you 


selected this product. 


Falla 





REVIEW AND ACTIVITIES 


inter NET 


















Careers: Salary Expectations 

Part of Choosing a Career Means 
assessing your financial expecta- 
tions. How much money do you 
hope to make? If you're considering 
a career in accounting, you'll want 
to check out the possibilities. 


Do This: 


1. Locate Web sites that offer 
salary guides. Some guides are 
profession-specific, while others 
are general salary surveys. What 
sites did you locate? 


N 


. Do you see a job title that 
sounds interesting to you? 
What is the entry level for that 
position? 





3. List three accounting occupa- 
tions and the entry-level salaries 
for those positions. 
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CHAPTER 3 COMPUTERIZED ACCOUNTING 





Exploring Electronic Spreadsheets 


Computer spreadsheets are important tools for organizing and analyzing data. A spreadsheet is made 
up of rows and columns. The columns are identified by letters and the rows are identified by numbers. 
As you create a spreadsheet, you will enter numbers, labels, and formulas into cells. Spreadsheet appli- 
cations that are Commonly used in the business world include Lotus 1-2-3 and Microsoft Excel. The fol- 


lowing is an example of a basic electronic spreadsheet: 
I - (6) 
[7 xi 


esas) 

















5,000 10,000 3,100 8,200 12,500 
ae TTY 









Description 


Identified by numbers down the left side of the spreadsheet. 
Identified by letters along the top of the spreadsheet. 


Cell address Identified by a column letter and row number. For example, the cell address 
B4 indicates the cell where the number 1,800 is found. 


Indicated by a highlight of the cell. 
Allows you to view other parts of the spreadsheet. 


Labels Text that identifies columns or rows of information; cannot be used for 
calculations. 
Values Numbers inserted in cells that can be used for calculations. 


Formulas Mathematical functions entered in a particular cell that tells the software to 
add, subtract, divide, or multiply values. For example, E2—E3 represents 
10,000 — 3,550, or 6,450. 
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CHAPTER 3° PROBLEMS 


Complete chapter 
problems one of two 
ways: 


APPLICATION OPTIONS 





Problem 3-4 Classifying Accounts 
All accounts belong in one of the following Classifications: Asset, Mental Glenccd 
Liability, Owner’s Equity. Working Papers 





Instructions In your working papers indicate the classification for each 


or 
of the following accounts. Sihetarishect 
1. John Jones, Capital 6. Delivery Equipment 2 Templates (Problem 
2. Cash in Bank 7. Camping Equipment — +) 
3. Accounts Receivable 8. Building 
4. Accounts Payable 9. Land 
5. Office Equipment 10. Computer Equipment 








Problem 3-5 Completing the Accounting 
Equation 

The following accounts are used in a business owned and operated by 
Mike Murray. 


Instructions Look at the following list of accounts and determine the 
missing amount for each of the question marks. 





Assets = Liabilities + Owner's Equity 
Cash in Bank $4,500 Accounts Payable Mike Murray, 
Accounts Receivable 1,350 ? Capital $9,250 
Office Equipment 5,000 
? 


Analyze: Is the accounting equation in balance? 


Problem 3-6 Classifying Accounts 
Within the Accounting Equation 


Listed below are the account names and balances for Wilderness Rentals. 


Accounts Payable $ 7,000 Cash in Bank $ 5,000 
Accounts Receivable 2,000 Office Equipment 3,000 
Camping Equipment — £2,000 Xonald Hicks, Capital 15,000 


Continued é 
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Chapter 3 





Problems 





Bala 





Instructions Using these account names and balances: 
(1) List and total the assets of the business. 

(2) Determine the amount owed by the business. 

(3) Give the amount of the owner’s equity in the business. 


Analyze: Is the accounting equation in balance? 


Problem 3-7 Determining Increases and 
Decreases in Accounts 


Hot Suds Car Wash uses the following accounts: 





Assets = Liabilities + Owner s Equity 
Cash in Bank Accounts Payable Regina Delgado, 
Accounts Receivable Capital 
Office Equipment 
Office Furniture 
Car Wash Equipment 


Instructions Use a form similar to the one that follows. For each transaction: 
(1) Identify the accounts affected. 
(2) Classify the accounts. 
(3) Determine the amount of the increase (+) or decrease (—) for each 
account affected. 
The first transaction is completed as an example. 


T Accounts Classificati Amount of Increase (+) 
PADS. 1 Atfected. ts eee or Decrease (—) 
Cash in Bank + $25,000 
Regina 
Delgado, 
Capital Owner' Equity +$25,000 


Transactions 


Regina Delgado, the owner, invested $25,000 cash in 
the business. 

Bought car wash equipment with cash for $12,000. 
Purchased, on account, $2,500 of office equipment. 
Wrote a check for the monthly rent, $800. 

Received cash for services performed, $1,000. 

The owner withdrew $600 cash from the business 


for personal use. 

Purchased a desk for $1,000, paying $200 cash 

and agreeing to pay the balance of $800 in 30 days. 
Provided services worth $600 on account. 


Analyze: How many accounts are affected by Transaction 7? 









VOR Uli 











pet grooming service called Kits & Pups Grooming. 


Instructions Use a form similar to the one that follows. For 
each ot the following transactions: 
(1) Identify the accounts affected, using the account names on 


the form. 
(2 


— 


Problem 3-8 Determining the Effects of 
Transactions on the Accounting Equation 


After graduating from college, Abe Shultz decided to start a 





Determine the amount of the increase or decrease for each account. 


(3) Write the amount of the increase (+) or decrease (—) in the space under 


each account affected. 


(4 


— 


On the following line, write the new balance for each account. 


(5) Transaction 1 is completed as an example. 


sata Owner's 





Trans.| Cash in | Accts. | Office | Grooming Accounts è Abe Shultz, 
“| Bank Rec. |Equip.} Equip. Payable Capital 


| + $10,000 


+ $10,000 








Transactions 


Abe Shultz began the business by depositing $10,000 in 

a checking account at the Shoreline National Bank in the 
name of the business, Kits & Pups Grooming. 

Bought grooming equipment for cash, $1,000. 

Issued a check for $900 for the monthly rent. 

Bought $6,000 worth of new office equipment on account 


for use in the business. 

Received $700 cash for services performed for customers 
during the first week of business. 

Issued a $2,000 check to the creditor as partial payment 
for the office equipment purchased on account. 
Performed grooming services and agreed to be paid for 
them later, $500. 


Analyze: What is the amount of total liabilities and owner's equity? 
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ADSHEET 
SMART GUIDE 


Step-by-Step Instructions: 
Problem 3-9 


1. Select the spreadsheet 
template for Problem 
5-9: 

2. Enter your name and the 
date in the spaces 
provided on the 
template. 

3. Complete the 
spreadsheet using the 
instructions in your 
working papers. 

4. Print the spreadsheet 
and proof your work. 

5. Save your work and exit 
the spreadsheet program. 


68 Chapter 3. Problems 











i uncino Problem 3-9 Determining the Fffects 
of Business Transactions on the 
Accounting Equation 

Juanita Ortega is the owner of a professional guide service called Out- 
back Guide Service. 

Instructions Use a form similar to the one below. For each of the 

following transactions: 

(1) Identify the accounts affected. 

(2) Write the amount of the increase (+) or decrease (—) in the space pro- 

vided on the form in your working papers. 

(3) Determine the new balance for each account. 


Wner ’S 
e Pe e 


Trans.|Cash in DECK: Hiking|Rafting ee Accounts Juanita 
Bank Equip. | Equip. Payable | 
Capital 



















Transactions 





Jan. 3 . Ms. Ortega, the owner, opened a checking account for 
the business by depositing $60,000 of her personal funds. 
6 . Paid by check the monthly rent of $3,000. 
8 3. Bought hiking equipment for the business by writing 
a check for $3,000. 
a . Purchased $24,000 of rafting equipment by writing a check. 
1] 5. Purchased office equipment on account for $4,000. 
15 . Received payment for guide services, $2,500. 
18 . Ms. Ortega contributed a desk valued at $450 to the business. 
21 . Withdrew $3,000 cash from the business for personal use. 
26 . Wrote a check to a creditor as partial payment on account, 
$1,500. 
30 . look a group on a tour and agreed to accept payment later, 


$1,200. 





Analyze: How much is owed to creditors after Transaction 10? 


Problem 3-10 Describing Business Transactions 


Showbiz Video is a business owned by Greg Failla. The transactions that 
follow are shown as they would appear in the accounting equation. 


Instructions In your working papers, describe what has happened in 
each transaction. Transaction 1 is completed as an example. 

Example: 

1. The owner invested $30,000 in the business. 













i Assets Liabilities 
E Cash in | Accts. | Office Video 
Trans. 

+$30,000 


CT 
Fs 2000[ [esa 

— 

i 


Owner's 
Equity 







Accounts Greg Failla, 
+ 
Payable 


i Capital 
dea 

si 

a 

| 

| 

| 





[530,000 _ 
Tr 

ssa I] 

E 

Ps Ges | - 


an 
Le 
ref | sow IT 
sas | T_T ss |] 
ref ps T_T 
e [es sso[ssof  [{_T_ TT 
io psi | {1 IT TT 5700] 


3T1__T_ [{_  sa000 
Do 





Problem 3-11 Completing the 
Accounting Equation 


The account names and balances for Job Connect are listed below. 







Instructions Determine the missing amount for each of the question 
marks. Use the form in your working papers and write in the missing 
amounts. 


LITTLE Owner's 
. Assets dl Liabilities Equity 
Trans.| Cash in | Accounts | Business Accounts 4 Richard Tang, 
‘| Bank |Receivable|Equipment Payable Capital 
53,004 
3 |5s 8,000 510,000 


sso |] s 7,500 
: 
=a 
















$15,000 


= s2.000 | [ si600 

000 [$1 a ae 
i sto |] si7000 
sso |? 
seo |] s32000 
i ]__ 515,000 _ 
sto TT? 


Hint: In line 8, total assets are $18,000. 










Analyze: For line 8, if total liabilities and equity equals $20,000, what 
would the balance of Cash in Bank be? 
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Iransactions That 
Affect Assets, 
Liabilities, and 
Owner's Equity 









Learning Objectives 


Wh h leted thi o | 
ae = Exploring the Real World of Business 


chapter, you will be able to: 







> Apply the rules of debit and credit WUT NPA AILS LLU Cd Cade) Cs 


to asset, liability, and owner's 
equity accounts. 



























Cruising at 30,000 feet is just part of a normal day at Ameri- 
can Airlines. American is one of the largest passenger airlines 
in the world and flies to over 160 destinations. The company 
employs nearly 100,000 people. The airline earns its revenue 
primarily from passenger tickets and cargo shipments. 

When you're as big as American Airlines, the things you 
buy to operate the business can also be very large expenditures. 
Have you ever wondered how much a Boeing 757 costs? Between 
$90 and $105 million each! In addition to large purchases, the airline 
also buys food, fuel, and even coloring books for young travelers. 
Each transaction affects the airline's assets, liabilities, and total equity. 


What do you think? 
Name at least three business transactions that would affect the 
assets and liabilities of American Airlines. 


> Use T accounts to analyze a busi- 
ness transaction into its debit and 
credit parts. 







> Identify the normal balance of 
accounts. 













> Calculate account balances after 
recording business transactions. 


> Analyze transactions that increase 
or decrease assets, liabilities, and 
owner's capital and record them 
in T accounts. 

















> Define and use the accounting 
terms introduced in this chapter. 


AmericanAirlines' < 


x 
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Business transactions occur 
around us everyday. A music store 

sells thousands of CDs in a day. You 

may stop by for a meal at a local sandwich shop. 
A cruise ship line may purchase new furniture 
™ forall its formal dining cabins. Successful 

x businesses have hundreds, even thousands, of 






such transactions each day. Analyzing and 
recording these transactions are key duties of 
i  theaccountingstaft. 
( Prvestigate: 
>. Vi 1. What types of business transactions occur 
ba . in your workplace or the workplace of your 
family or friends? 


2. Who records these transactions into the 
accounting records? 

























Accounts and the Double- 
Entry Accounting System 


In Chapter 3 you learned about the accounting equation. In this 


_ 
What You'll Learn 


e How to use T accounts. 
° Why you need a ledger. 
e The rules of debit and 


chapter you will learn the double-entry accounting system that allows 
businesses to keep the accounting equation in balance. 
Businesses of all types and sizes must keep the account- 





credit. 


Why It's Important 


The rules of debit and 


credit are the basis for 


entering transactions into 
the records of a business. 


KEY TERMS 


ledger 
chart of accounts 


double-entry accounting 


T account 

debit 

credit 

normal balance 





Did You Know? 


Consumer 
Preferences 
Southwest Airlines 
started the trend of offering 
only snacks and beverages 
on its flights. What is the 
flying public's favorite snack? 
About 66 percent prefer 
peanuts, 26 percent prefer 
pretzels, and the rest have 
no preference. 
























ing equation in balance. When the Coca-Cola Company 
records the dollar amount of a transaction in one account, 
it records an equal amount in another account. The same 
is true of the small computer repair shop or the McDonald's 
franchise in your community. 





The Account 


An account is a location within an accounting system in which the 
increases and decreases in a specific asset, liability, or owner’s equity are 
recorded and stored. Accounts may have different physical forms, de- 
pending on the system. In a manual system, each account may be a 
separate page in a book or a 
separate card in a tray. In an 
electronic system, accounts 
are stored on disks or hard 
drives. Whether a system 
is manual or electronic, ac- 
counts are grouped together 
in a ledger. When people 





refer to “keeping the books,” 
they are referring to main- 
taining accounts in the 


ledger. Grouping accounts in 





a ledger makes information 
easy to find. When financial statements are needed, the appropriate 
information is taken from the ledger and presented as well-organized 


reports. 


The Chart of Accounts 


To keep track of its accounts, a business develops a 
u , or a list of all the accounts and their assigned account num- 





bers. The number of accounts needed depends on the size of the busi- 
ness. A small business may require only 20 or 30 accounts. A large 


business may have several thousand accounts. 


72 Chapter4 Transactions That Affect Assets, Liabilities, and Owner's Equity 


Numbering the Accounts 


accounts in the ledger. Account numbers have two or more digits. While a 
small company may use a three-digit system, a very large corporation may 
have 35 or more digits in its account numbers. The digits are used for sort- 


ing information based on the kinds of reports the business needs. A typical 


A system for numbering accounts makes it easy to locate individual 


system for numbering accounts is as follows: 


Asset accounts begin with 1. 
Liability accounts begin with 2. 


Owner's equity accounts begin with 3. 


Revenue accounts begin with 4. 
Expense accounts begin with 5. 





Roadrunner Delivery Service ~ 
155 Gateway Blvd uo 
Sacramento, CA 94230 = 


CHART OF ACCOUNTS 


ASSETS 101 
105 
110 
115 
120 
125 


LIABILITIES 201 
205 


OWNER'S EQUITY 301 
302 
303 


REVENUE 401 


EXPENSES 501 
505 
510 
515 


Cash in Bank 

Accounts Receivable—City News 
Accounts Receivable—Green Company 
Computer Equipment 

Office Equipment 

Delivery Equipment 


Accounts Payable—Beacon Advertising 
Accounts Payable—North Shore Auto 


Maria Sanchez, Capital 
Maria Sanchez, Withdrawals 
Income Summary 


Delivery Revenue 





Advertising Expense 
Maintenance Expense 
Rent Expense 

Utilities Expense 


Double-Entry Accounting 


in account balances would work well if a business had only a few accounts. 
It becomes awkward, however, if a business has many accounts and many 
transactions to analyze. When accountants analyze and record a transac- 


tion, they use a system called double-entry accounting . Double-entry 


accounting is a system of recordkeeping in which each business transaction 


The approach you used in Chapter 3 for analyzing and recording changes 


affects at least two accounts. 


T Accounts 


An efficient way to apply double-entry accounting is to use what 
accountants call a T account. The T account , so called because of its 
T shape, shows the dollar increase or decrease in an account that is caused 


Section 1 



























ACCOUNTING 


Flashbacks, 


ACCOUNTING 
TEXTBOOKS 


Benjamin Workman 


published The American 
Accountant, the earliest- 
known American accounting 
textbook, in 1769. The State 
of New York passed its first 
CPA law 127 years later, 

in 1896. 


Accounts and the Double-Entry Accounting System 





#5 






























Decimals 
When adding and sub- 

tracting whole dollar 

amounts: 

* You do not need to enter 
a decimal point. 


To add amounts that 
include dollars and cents: 
* You do need to enter the 
decimal. 


Key Points 

T Accounts 
For all accounts: 
Debit = Left Side 
Credit = Right Side 





di eee 
ACCOUNTING 


International 
Etiquette 
When you make inter- 


national phone calls or 
visits for business pur- 
poses, remember to 
consider the time differ- 
ences and work schedules 
for that country. 
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by a transaction. T accounts help the accountant analyze the parts of a busi- 
ness transaction. 

As you can see from the illustration below, a T account has a place for 
an account name, a left side, and a right side. The top of the T is used for the 
account name. The left side of T accounts is a/ways used for debit amounts. 
A debit , then, is an amount entered on the /eft side of the T account. The 
right side of T accounts is always used for credit amounts. A credit is an 
amount entered on the right side of the T account. The words debit and credit 
are simply the accountant’s terms for left and right. Accountants sometimes 
use DR for debit and CR for credit. 


Account Name 


Left Side Right Side 


Credit Side 


Debit 


| 
| 

Debit Side | 
| Credit 
| 


The Rules of Debit and Credit 


Debits and credits are used to record the increase or decrease in each 
account affected by a business transaction. Under double-entry account- 
ing, for each debit entry made in one account, a credit of an equal amount 
must be made in another account. The rules of debit and credit vary ac- 
cording to whether an account is classified as an asset, a liability, or an 
owner's capital account. Regardless of the type of account, however, the left 
side of an account is always the debit side and the right side is always the 
credit side. 

Each classification of account has a specific side that is its normal bal- 
ance side. An account’s normal balance is always on the side used to record 
increases to the account. The word normal used here means usual. Through- 
out this book, note that the normal balance side of each account will 
be shaded. 


Rules for Asset Accounts 


There are three rules of debit and 
credit for asset accounts: 


1. An asset account is increased (+) on 
the debit side (left side). 

2. An asset account is decreased (—) on 
the credit side (right side). 

3. The normal balance for an asset 
account is the increase side, or the 





debit side. The normal balance side 
is shaded in the T account on the next page. 
Assets normally have debit balances. 


Iransactions That Affect Assets, Liabilities, and Owner's Equity 





We can illustrate these rules using an asset T account and the basic 


accounting equation. Look at the left side of the equation below. 


ASSETS 


LIABILITIES 


OWNER'S EQUITY 


Asset Accounts 


Debit 
+ 


(1) Increase 


Side 


Credit 


(2) Decrease 
Side 


(3) Normal | 
Balance | 


For asset accounts the increase side is the debit (left) side of the T ac- 
count. The decrease side is the credit (right) side of the T account. Notice the 


(+) and (—) signs. These signs are used to indicate the increase 
and decrease sides of the account. They do not mean the same 
thing as debit and credit. 

Since the increase side of an asset account is always the debit 
side, asset accounts have a normal debit balance. For example, in 
the normal course of business, total increases to assets are larger 
than total decreases. You would expect an asset account, then, to 
have a normal debit balance. 

Let’s apply these rules to an actual asset account. Look at the 
entries in the T account for Cash in Bank below. The increases 
in the account are recorded on the left, or debit, side. The de- 
creases in the account are recorded on the right, or credit, side. 
Total debits equal $350 ($200 + $150). Total credits equal $110 
($70 + $40). To tind the balance, subtract total credits from total 


debits ($350 — $110). The debit balance is $240. 


Cash in Bank 


i 
Debit | Credit 
+ | 
200 | 70 
10 | 40 
350 | 110 
Bal. 240 | 


j 
Ì 


Rules for Liability and Owner's Capital Accounts 


The rules of debit and credit for liability and owner's capital accounts are: 


1. Liability and owner's capital accounts are increased on the credit side 


(right side). 


2. Liability and owner’s capital accounts are decreased on the debit side 


(left side). 


3. The normal balance for liability and owner's capital accounts is the 


increase Side, or the credit side. Liability and owner’s capital accounts 


normally have credit balances. 


Section 1 


Accounts and the Double-Entry 





CONNECT TO... 
ECONOMICS 


The first entrepreneurs 
surfaced during the 
Commercial Revolution of 
the 1500's. As the amount 
of trade and circulation of 


money increased, the size 
of businesses grew larger. 
Instead of creating goods or 
services to barter for other 
goods and services, indi- 
viduals and groups began 
to work for profits. 
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Asset Accounts 


Debit 
+ 
Increase 
Side 


Normal 
Balance 





Rules of Debit 
and Credit 
e Assets appear on the 
left side of the basic 
accounting equation. 
The left (debit) side of 
an asset account is the 
side used to increase 
that account and is its 
normal balance side. 
* Liabilities and the 
owner’s capital account 
appear on the right side 
of the basic accounting 
equation. The right 
(credit) side of liability 
and capital accounts is 


the side used to increase 


those accounts. It is also 








the normal balance side. 


| 


To illustrate these rules, let’s look again at the accounting equation and 
the T accounts. Remember, the normal balance side is shaded. 


Owner's Capital Account 


Liability Accounts 





Credit Debit Credit Debit Credit 
= - + — È 
Decrease (2) Decrease (1) Increase (2) Decrease (1) Increase 
Side Side Side Side Side 
(3) Normal (3) Normal 
Balance Balance 


For all three types ot accounts, the debit side is always the left side of 
the T account, and the credit side is always the right side. Notice, however, 
that the increase (+) and decrease (—) sides of the liability and owner's cap- 
ital accounts are the opposite of those for assets. This difference exists because 
accounts classified as liabilities and owner’s capital are on the opposite side 
of the accounting equation from accounts Classified as assets. As a result, 
debit and credit rules on one side of the accounting equation—and the 
T accounts within it—are mirror images of those on the other side. 

Let’s apply these rules to actual accounts. First, look at the entries in the 
T account below for the liability account Accounts Payable. The increases 
in the account are recorded on the right, or credit, side. The decreases in the 
account are recorded on the left, or debit, side. Total credits equal $375 ($200 
+ $175); total debits equal $175 ($100 + $75). To find the balance, subtract 
the total debits from the total credits ($375 — $175). The credit balance 
is $200. 


Accounts Payable 





Debit Credit 
- + 
100 200 
75 175 
175 375 
Bal. 200 


Now look at the entries in the T account for the owner’s equity account 
Maria Sanchez, Capital. Remember that the rules of debit and credit for 
the capital account are the same as for a liability account. 

Increases to Owner’s capital are recorded on the right, or credit, side of 
the account. Decreases are recorded on the left, or debit, side. The capital 
account has a normal credit balance. If you subtract the total debits from 
the total credits ($4,000 — $550), you have a credit balance of $3,450. 


Maria Sanchez, Capital 





Debit Credit 
— + 
350 1,500 
200 2,500 
550 4,000 
Bal. 3,450 
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SECTION 1 Check Your Understanding 


Now that you have studied this section, complete the following questions and problems. 








Thinking Critically 


1. Ina chart of accounts, why are the accounts numbered? 











2. Explain why the normal balance of an asset account is on the debit side of the account. 





Computing in the Business World 

During the month of December, Krusty’s Pizza purchased computer equipment. Accord- 
ing to your records, Krusty’s Pizza took approximately $5,000 from the Cash in Bank account 
to purchase the computer equipment. Prior to that purchase, the owner’s capital account had 
a credit balance of $10,000. 
1. What is the balance in the owner's capital account after the purchase? 
2. Is the owner's capital account balance a debit or a credit? 





Problem 4-1 Applying the Rules of Debit 
and Credit 


Speedy Appliance Repair, owned by R. Lewis, uses the following 






accounts: 


General Ledger 
Cash in Bank 
Office Equipment 
Accounts Payable 
Accounts Receivable 
R. Lewis, Capital 


Instructions In the form provided in your working 
papers: 


Tenno fco 


(1) Classify each account as an asset, liability, or 
owner's capital account. 


(2) Indicate whether the increase side is a debit or a credit. 
(3) Indicate whether the decrease side is a debit or credit. 
(4) Indicate whether the normal balance for the account is a debit or credit balance. 


The Cash in Bank account is completed as an example. 


Cash in Bank Asset 
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NS ea 


Applying the Rules 
of Debit and Credit 











| Now that you are familiar with the rules of debit and credit for asset, 
What You'll Learn liability, and owner's capital accounts, the next step is to apply those 
© How to analyze a trans- rules to the analysis of business transactions. 
action affecting assets, 


liabilities, and owners Business Transaction Analysis 
I Whether a business is buying a new computer system, paying its util- 


Why It's Important ity bills, or receiving money for sales, the accountant must analyze how 
the transaction should be recorded. When ry 







You need to analyze 
transactions properly so that 
you record them correctly. 


analyzing business transactions, you 
should use the following step-by-step 
method: 


x 


BUSINESS TRANSACTION ANALYSIS: Steps to Success 











STEPS TO | 
SUCCESS | 


ANALYSIS Identify 1. Identify the accounts affected. 
Classify 2. Classify the accounts affected. 
+/- 3. Determine the amount of increase or decrease for each account affected. 





DEBIT-CREDIT RULE 4. Which account is debited? For what amount? 
5. Which account is credited? For what amount? 


_—_—==—=<©<=_@\ta«++-_=cce@na2T==-=_ 


T ACCOUNTS 6. What is the complete entry in T-account forms? 





Account Name Account Name 











The business transactions that follow are for Roadrunner Delivery 


a i 7 Pnaninte 
. Key Points 


Service owned by Maria Sanchez, the sole proprietor. Her business provides 
Debits and Credits delivery services to individuals and businesses in her community. Through- 

For every transac: out the next several pages, you will learn how to analyze each Roadrunner 
transaction, apply the rules of debit and credit, and complete the entry in 
T-account forms. Refer to the Roadrunner chart of accounts on page 73. 


tion, total debits must 


equal total credits. 





These accounts will be used to analyze several business transactions. 
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Business Transaction 1 


On October 1 Maria Sanchez took $25,000 from personal savings and deposited that amount to open a 
business checking account in the name of Roadrunner Delivery Service. 


ANALYSIS identify 1. The accounts Cash in Bank and Maria Sanchez, Capital are affected. | 
Classify 2. Cash in Bank is an asset account. Maria Sanchez, Capital is an owner's 
capital account. 
+/- 3. Cash in Bank is increased by $25,000. Maria Sanchez, Capital is 


increased by $25,000. 


——.r_—__mmé.@àee@à@àm1u98.1à 


DEBIT-CREDIT RULE 4. Increases in asset accounts are recorded as debits. Debit Cash in Bank 
for $25,000. 
5. Increases in the owner's capital account are recorded as credits. Credit 
Maria Sanchez, Capital for $25,000. 


ee 


T ACCOUNTS 6. Cash in Bank a 





Maria Sanchez, Capital 





cori del e r 
Debit : Credit 
| 
| 

















+ | + 
25,000 | 25,000 
“is a sae | 
Business Transaction 2 
On October 2 Maria Sanchez took two telephones valued at $200 each from her home and 
transferred them to the business as office equipment. 
ANALYSIS Identify 1. The accounts Office Equipment and Maria Sanchez, Capital are affected. 
Classify 2. Office Equipment is an asset account. Maria Sanchez, Capital is an 
owner's capital account. 
+/- 3. Office Equipment is increased by $400. Maria Sanchez, Capital is 


increased by $400. | 


a a 


DEBIT-CREDIT RULE 4. Increases in asset accounts are recorded as debits. Debit Office 
Equipment for $400. 
5. Increases in owner's capital accounts are recorded as credits. Credit 
Maria Sanchez, Capital for $400. 


——<€——<È——+—€—=____EZÉ’c©@"a@Pt.—m 


T ACCOUNTS 6. = = Office Equipment Maria Sanchez, Capital 
Debit | | Credit 
+ | | 4 


400 | 400 
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Business Transaction 3 


On October 4 Roadrunner issued Check 101 for $3,000 to buy a computer system. 


GO SS i rn ani NE RA i Fn An Ea 


ANALYSIS Identify 1. The accounts Computer Equipment and Cash in Bank are 
affected. 
Classify 2. Computer Equipment and Cash in Bank are asset accounts. 
+/- 3. Computer Equipment is increased by $3,000. Cash in Bank is 


decreased by $3,000. 


._1r———————————?—*—— <--—-_—_—-—-— 


DEBIT-CREDIT RULE 4. Increases in asset accounts are recorded as debits. Debit Computer 
Equipment for $3,000. 
5. Decreases in asset accounts are recorded as credits. Credit Cash in Bank 
for $3,000. 











T ACCOUNTS 6. Computer Equipment Cash in Bank 
Debit Credit 
+ — 
3,000 3,000 














Business Transaction 4 






On October 9 Roadrunner bought a used truck on account from 
North Shore Auto for $12,000. 







ANALYSIS Identify 1. The accounts Delivery Equipment and Accounts Payable—North Shore 
Auto are affected. 
Classify 2. Delivery Equipment is an asset account. Accounts Payable—North 
Shore Auto is a liability account. 
+/- 3. Delivery Equipment is increased by $12,000. Accounts Payable—North 


Shore Auto is increased by $12,000. 


ria 


DEBIT-CREDIT RULE 4. Increases in asset accounts are recorded as debits. Debit Delivery 
Equipment for $12,000. 
5. Increases in liability accounts are recorded as credits. Credit Accounts 
Payable—North Shore Auto for $12,000. 

















r ACCOUNTS 6. Accounts Payable— 
Delivery Equipment North Shore Auto 
Debit Credit 
+ + 
12,000 12,000 
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Business Transaction 5 


On October 11 Roadrunner sold one phone on account to Green Company for $200. 


ANALYSIS Identify 1. The accounts Accounts Receivable—Green Company and Office 
Equipment are affected. 
Classify 2. Accounts Receivable—Green Company is an asset account. Office 
Equipment is also an asset account. 
= 3. Accounts Receivable—Green Company is increased by $200. Office 


Equipment is decreased by $200. 


DEBIT-CREDIT RULE 4. Increases in asset accounts are recorded as debits. Debit Accounts 


Receivable—Green Company for $200. 
5. Decreases in asset accounts are recorded as credits. Credit Office 
Equipment for $200. 





T ACCOUNTS 6. Accounts Receivable— 


Green Company 











Debit | | Credit 
n 
200 | | 200 
| | 
Business Transaction 6 
On October 12 Roadrunner mailed Check 102 for $350 as the first install- x 
ment pavment on the truck purchased from North Shore Auto on October 9. AQ 
ANALYSIS Identify 1. The accounts Accounts Payable—North Shore Auto and Cash in Bank 
are affected. 
Classify 2. Accounts Payable—North Shore Auto is a liability account. Cash in Bank 
is an asset account. 
ti 3. Accounts Payable—North Shore Auto is decreased by $350. Cash in 
Bank is decreased by $350. 
DEBIT-CREDIT RULE 4. Decreases in liability accounts are recorded as debits. Debit Accounts 
Payable—North Shore Auto for $350. 
5. Decreases in asset accounts are recorded as credits. Credit Cash in Bank 





for $350. 





T ACCOUNTS 6. Accounts Payable— 
North Shore Auto Cash in Bank 
Debit | | Credit 
350 | 350 
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Business Transaction 7 


On October 14, Roadrunner received and deposited a check for $200 from Green Company. The check is full 
payment for the telephone sold on account to Green Company on October 11. 


a, I mm I E II E I 


ANALYSIS Identify 1. The accounts Cash in Bank and Accounts Receivable—Green Company 
are affected. 
Classify 2. Cash in Bank is an asset account. Accounts Receivable—Green 
Company is an asset account. 
+/- 3. Cash in Bank is increased by $200. Accounts Receivable—Green 


Company is decreased by $200. 
DEBIT-CREDIT RULE 4. Increases in asset accounts are recorded as debits. Debit Cash in Bank 
for $200. 


5. Decreases in asset accounts are recorded as credits. Credit Accounts 
Receivable—Green Company for $200. 


a 








T ACCOUNTS 6. Accounts Receivable— 
Cashin Bank Green Company 
Debit | Credit 
+ Î = 


200 200 











A MATTER OF ETHICS 











Software Piracy Ethical Decision Making: 


Imagine that you’re a bookkeeper for an attor- What are the ethical issues 
ney who likes to use state-of-the-art technology. @ Whatare the alternatives? 
The business just received the latest update on its 7 

; i J i Di | @ Who are the affected parties? 
Web site design software. You would like to use 
e 


the software at home, so your assistant offers to How do the alternatives affect 
make you a copy. Although you know that copy- the parties? 

right laws protect software from unauthorized @& What would you do? 
use, you figure that one little sale can’t hurt a mul- 

timillion dollar software company; and besides, 


you're not doing the actual copying. 
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SECTION 2 Check Your Understanding 





Now that you have studied this section, complete the following questions and problem. 


Thinking Critically 
1. What is the debit-credit rule used in business transaction analysis? 
2. In double-entry accounting, for each transaction there must be at least two entries. If you 





are increasing the Cash in Bank account, what other accounts might be affected? 





Communicating Accounting 
Philip Sanders, the owner of Bookworm Book Shops, believes his employees will be more 


responsible if they realize how their actions affect the records of the business. So Philip asks 





you to teach some basic accounting to the other managers in the company. You begin by ex- 
plaining the double-entry accounting system. Explain how the purchase of delivery trucks 
used in the business affects different accounts. 

1. Form a team. Divide the team into two groups. 

2. Have one group explain the double-entry accounting system while the other group plays 


the role of the managers. 





Problem 4-2 Identifying Increases and Decreases in 
Accounts 


Alice Roberts uses the following accounts in her business: 





General Ledger perenne eae 
Cash in Bank Office Equipment ==, 
Accounts Receivable Accounts Payable 

Office Furniture Alice Roberts, Capital 


Instructions Analyze each of the following transactions. In your 
working papers, explain the debit and the credit. Use the format 
shown in the example. 
Example: : 
On June 2 Alice Roberts invested $5,000 of her own money in a i 
business called Roberts Employment Agency. > 
a. The asset account Cash in Bank is increased. Increases in asset accounts are recorded as 
debits. 
b. The owner's capital account Alice Roberts, Capital is increased. Increases in the 
owner's capital account are recorded as credits. 


1. Purchased a computer on account from Computer Inc. for $2,500. 


2. Transferred a desk (Office Furniture) to the business. The desk is worth $750. 
3. Made a partial payment on account of $1,000 to Computer Inc. 
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ANNA ALVAREZ 


Business Consultant, MCI/Systemhouse 


Q: Why did you choose accounting? 

A: Initially, | chose accounting because my older brother 
was taking it. He went on to another career, but | stuck with 
it. | like making sure things are in the right place where 
money is concerned. | enjoy it when everything balances. 


Q: What kind of training did you have? 


A: | worked for an accounting firm at 17 and went to 
school at night. | got a business administration degree with me sprecone 
an emphasis in accounting. | learned the software side on the Tips from. 
job by working with a variety of databases. I also learned through | i 00 
training classes offered by software companies. I go to one-week |. 
training classes about every four months. It's not required, but l'd 
fall behind if | didn't, everything changes so quickly. 


Q: How did you get into consulting? 
A: | was a project accountant at another firm when we updated 
our old accounting system. | worked closely with the consultants ta 
and they told me | would make a good consultant. When a co- “worker” ci 
went to MCI/Systemhouse, he recommended me. 


Q: Are computer classes necessary for accounting 


students? 
A: Computer experience is necessary for anyone in accounting. Any 
computer science course helps. You should understand relational databases. 
You still have to know accounting—to understand that purchasing affects 
accounts payable, which affects inventory—so that when problems occur, you 
know the most likely place to look for causes. 












CAREER FACTS 


Nature of the Work: Meet with and make presentations to business clients, install and 
debug financial systems, integrate systems with the old, train new staff. 

Training or Education Needed: A bachelor’s or master’s degree in accounting or business; 
experience in a variety of accounting areas. 

Aptitudes, Abilities, and Skills: Computer skills, communication skills, analytical skills, 
business, and accounting. 

Salary Range: Beginning consultant, $50,000 to $70,000; senior consultant, $85,000 to 
$100,000; managing consultant, $100,000 and up. 

Career Path: Work in accounting in a variety of capacities, then move into a consulting firm. 








Thinking Critically: What types of experience would you emphasize when applying for a job 
as a business consultant? 
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EL 


KEY CONCEPTS 





1. Double-entry accounting is a system of record-keeping in which each business transaction affects 
at least two accounts. 
Accounting Equation: ASSETS = LIABILITIES + OWNER’S EQUITY 


2. The T account is a tool for analyzing the debit and credit parts of a business transaction. 
3. The top of a T account is used for the account name. Debits are entered on the left side and 
credits on the right side of the T account. 


T Accounts: Account Name 


Debit Credit 


4. Every account has an increase and a decrease side (a debit and a credit side). 
5. For asset accounts: 

e The increase side is the debit side (left). 

e The decrease side is the credit side (right). 

e¢ The normal balance is a debit. 








Asset Rule: Asset Accounts 
Debit Credit 
Increase Decrease 
Side | Side 
A 
Normal 
Balance 


6. For liability and owner’s capital accounts: 
e The increase side is the credit side (right). 
e The decrease side is the debit side (left). 
e The normal balance is a credit. 


Liability and Owner's Liability and Owner's 
Capital Accounts 


Equity Rule: — Sw 


Debit Credit 
Decrease Increase 
Side Side 
- + 
Normal 
Balance 
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Your boss at Hillside Nurseries needs help understanding the 
concept of T accounts and the double-entry accounting system. 
Using the key terms listed below, draft a list of definitions and 
illustrations that would help in your explanation. 


credit ledger 
chart of accounts normal balance 
debit T account 


double-entry accounting 


Understanding Accounting 
Concepts and Procedures 


Instructions Answer the following questions on a separate sheet of paper: 





. Why is a business transaction entered in at least two accounts? 
. Would double-entry accounting be used in an electronic accounting system? Explain. 
. Why do accountants use T accounts? 


. Name the three basic parts of a T account. 


. What is the left side of a T account called? The right side? 

6. State briefly the rules of debit and credit for increasing and decreasing (a) asset accounts, 
(b) liability accounts, (c) the owner’s capital account. 

7. What is the normal balance side for asset accounts? Liability accounts? The owner's capital 

account? 


8. Classify the following accounts. 


a. Office Equipment e. Cash in Bank 

b. Delivery Truck f. Lee Jones, Capital 
c. Accounts Receivable g. Office Supplies 
d. Store Supplies h. Accounts Payable 


9. Explain briefly what is meant by each of the following phrases. 
a. A debit of $100 to Cash in Bank. 
b. A credit balance. 
c. A credit of $500 to Accounts Payable. 
d. A debit balance. 


10. What are the six steps involved in analyzing a business transaction? 
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Case Study... 


Service Business: Landscaping 

While in school Martin Hamilton worked for a large 
landscaping company and gained work experience. 
Martin is planning to start a business called 
Landscapes and Beyond. Martin has made a list of 
everything he owns, with the estimated value for each. 


Lawn mowers $1,500 
Shovels, and lawn-care tools 180 
Truck 8,700 
Stereo equipment 1,000 
50 books on landscaping 400 
Desk, chair, and file cabinet 700 


Martin has also borrowed $5,000 from his family. 
He plans to repay the debt in one year. 


Thinking Critically: 

Write the accounting equation for Martin’s new 
business, listing each item in the appropriate part of 
the equation. 


Conducting an Audit with Alex 


In this and later chapters, you will be Conducting 
Audits with Alex. To audit means to examine and 
verify financial records and reports. 
Instructions Review the T accounts below for 
errors. On a separate sheet of paper, make any 
corrections necessary. 
1. Purchased a delivery truck for $27,000 on 
account from A-1 Trucks Inc. 
2. Wrote a check for $1,500 to A-1 Trucks for 
payment on account. 


Accounts Payabie 


Cash in Bank A-1 Trucks, Inc. 








(2) 1,500 (1) 27,000 (2) 1,500 


Delivery Equipment 


(1) 27,000 





Hata ee CVA AL 


inter NET 


CONNECTION 


Currency Conversion 
Iraveling with family on a 

vacation to Brazil? Participating in 

an educational field trip to France? 

You'll want to know how much 

your U.S. dollar is worth in these 

locations. The Internet has the 
information you need. 

Do This: 

1. Locate a currency conversion site 
on the Internet. Use search 
terms: currency conversion or 
currency rates. 

. What is the name of the 
currency in Austria? 

3. What is the current exchange 
rate for the Saudi Arabian riyal? 

4. How much is the U.S. dollar 
worth in British pounds? In 
French francs? 


Workplace Skills 


Teaching Others 

Keeping up with technology and learning new 
skills are important in today’s workplace. Often, 
learning from co-workers and supervisors is the 
best way to increase your skills. 


On the Job: 

Assume that you work as the accountant for 
Westside Aquatics, a swim club in Florida. The 
club has 250 members. While some individuals 
pay cash on each visit, others are billed monthly 
for club use. A concession area featuring health 
foods and juices is a popular gathering place for 
members after swim lessons. 


Thinking Critically: 

List account names that would be used in a 
business like this. Describe to a classmate what 
kinds of transactions might affect each account. 
What is the normal balance side for each account? 


‘ 
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Introduction to Computerized Accounting Systems 
Making the Transition from a Manual to a Computerized System 


In a Manual System 


Transactions are recorded into journals by hand. 
The details of each transaction are then posted in the 
general ledger. 

Account balances are calculated and a trial balance 
is prepared. The accountant prepares a trial balance 
to verify that the accounting equation is still in 
balance. 

Account names and balances are then transferred 
to the proper financial report (income statement, 
balance sheet, or statement of owner's equity) and 
the report is summarized (totaled). 


| 


Peachtree Question 


What types of transactions can be 
entered in Peachtree Accounting? 


A Quick Overview of PEACHTREE 


e Transactions are keyed to the appropriate screen in 
the accounting system. 
Posting to the general ledger accounts occurs 
automatically. 
The trial balance is generated by the accounting 
system. 
Financial reports are predefined to pull the 
appropriate accounts and their current balances from 
the general ledger computer files. The reports 
automatically summarize and can be printed when 
the user chooses. E 


pento 


Description 


You name it! You can enter: 
General journal entries 


Sales and cash receipts 
Purchases and cash payments 
Inventory adjustments 
Payroll entries 


What else will Peachtree do for the 
accountant? 


Reconciles bank statements 
Prepares financial reports automatically 


Prints checks 

Prints invoices 

Closes the accounting period 

Creates cash, collections, and payment 
management charts and graphs. 





‘For detailed instructions: See the Peachtree User Guide in your Glencoe Working Papers. 
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APPLICATION OPTIONS 


Complete chapter 
problems one of two 
ways: 





Problem 4-3 Identifying Accounts 
Affected by Transactions 


Ronald Hicks owns Wilderness Rentals and 


Manual Glencoe 
Working Papers 





uses the following accounts in his business: 


or 
General Ledger Spreadsheet 
101 Cash in Bank 2 Templates 
105 Accounts Receivable— 201 Accounts Payable— — (Problem 4-6) 
Helen Katz Adventure Equipment Inc. 
120 Office Equipment 301 Ronald Hicks, Capital 


125 Camping Equipment 


Instructions For each of the following transactions: 
(1) Indicate the two accounts affected. 


(2) Indicate whether each account is debited or credited. 


Transactions 


. Sold on account to Helen Katz an unneeded office typewriter. 
. Purchased camping equipment on credit from Adventure 
Equipment Inc. Payment is due within 30 days. 


3. Ronald Hicks brought a filing cabinet from home and 
transferred it to the business (Office Equipment). 
4. Purchased tents and sleeping bags for cash. 








Analyze: Which transactions affect the Cash in Bank account? 








Problem 4-4 Using T Accounts 
to Analyze Transactions 
Regina Delgado owns a business called Hot Suds Car Wash. She uses the 


following accounts: 


General Ledger 


101 Cash in Bank 201 Accounts Payable— 
110 Accounts Receivable— Allen Vacuum Systems 
Valley Auto - 301 Regina Delgado, Capital 


125 Office Equipment 
130 Office Furniture 
135 Car Wash Equipment 


Continued e 
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Chapter 4 


Problems 


Instructions For each transaction: 
(1) Determine which accounts are affected. 
(2) Prepare T accounts for the accounts affected. 


(3) Enter the debit and credit amounts in the T accounts. 


Transactions 





. Regina Delgado invested an additional $40,000 cash in her 
business. 
. Bought another car wash system on account for $27,000 
from Allen Vacuum Systems. 
3. Regina Delgado transferred some of her personal office 
furniture, valued at $3,750, to her business. 
. Hot Suds Car Wash purchased additional office equipment 
for $7,500. Payment was made by check. 
5. Hot Suds Car Wash sold some surplus car washing 
equipment on account to Valley Auto for $1,200. 








Analyze: What is the ending balance for the liability 
account Accounts Payable—Allen Vacuum Systems? 


Problem 4-5 Analyzing 
Transactions into Debit 
and Credit Parts 


Abe Shultz uses the following accounts for his 
business, Kits & Pups Grooming: 





General Ledger 
101 Cash in Bank 205 Accounts Payable— 

115 Accounts Receivable Dogs & Cats Inc. 
Martha Giles 301 Abe Shultz, Capital 


125 Office Equipment 


130 Office Furniture 
Instructions For each transaction: es 





140 Grooming Equipment 





(1) In your working papers prepare a T account for each account listed. 

(2) Using the appropriate T accounts, analyze and record each of the 
following business transactions. Identify each transaction by number. 

(3) After recording all transactions, write the word “Balance” on the normal 
balance side of each T account. Then compute and record the balance for 
each account. 







HI 





Date Iransactions 


May 





] 1. Abe Shultz invested an additional $45,000 cash in his 
business. 

5 | 2. Bought grooming equipment on account from Dogs & Cats 
Inc. for $8,500. 

10 | 3. Purchased an office lamp for $85, Check 150. 

14 | 4. Abe Shultz transferred his personal typewriter, worth $200, 





to the business. 

19 | 5. Made a $3,000 payment on the grooming equipment bought 
on account, Check 151. 

22 | 6. Sold the typewriter on account to Martha Giles for $200. 

29 | 7. Boughta photocopier for $1,500, Check 152. 

31 | 8. Received a $100 payment for the typewriter sold on account. 





Analyze: How much cash did the business spend in all the above 








transactions? 
pexichese Problem 4-6 Analyzing Transactions ai 
RR. si Alu]: 
Re BL M into Debit and Credit Parts 
e inn sli sian a Step-by-Step Instructions: 
Juanita Ortega runs Outback Guide Service. The accounts she uses to Problem 4-6 
record and report business transactions are listed below. 1. Select the spreadsheet 
template for Problem 
General Ledger 4-6. 
101 Cash in Bank 205 Accounts Payable— 2. Enter your name and the 
105 Accounts Receivable— Peak Equipment Inc. dale a 
provided on the 
Mary Johnson 207 Accounts Payable— iain 
is : È plate. 
130 Office Equipment Premier Processors 3. Complete the 
140 Computer Equipment 301 Juanita Ortega, Capital spreadsheet using the 
145 Hiking Equipment instructions in your 


working papers. 
4. Print the spreadsheet 
and proof your work. 


Instructions For each transaction: 5. Save your work and exit 
the spreadsheet program. 


150 Rafting Equipment 


(1) In your working papers, prepare a T account for each account. 


(2) Analyze and record each of the following business transactions in the 
appropriate T accounts. Identify each transaction by number. 


(3 


— 


After recording all transactions, compute and record the account 
balance on the normal balance side of each T account. 


(4) Add the balances of those accounts with normal debit balances. 
(5) Add the balances of those accounts with normal credit balances. 


(6) Compare the two totals. Are they the same? 


Continued Gg 
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Date Transactions 

. Juanita Ortega transferred an additional 
$53,250 from her personal savings account 
into the business checking account. 

. Bought hiking equipment for $550, 
Check 367. 

3. Bought rafting equipment on account from Peak 

Equipment Inc. for $2,675. 

. Juanita Ortega transferred her own computer, valued at $850, 
to the business. 

. Bought a cash register for the office on account from Premier 
Processors for $1,250. 

. Sold the computer on credit for $850 to Mary Johnson. 

. Paid $500 on account to Peak Equipment Inc., Check 368. 

. Purchased shelves for the office for $650, Check 369. 

. Paid $1,250 on account to Premier Processors, Check 370. 

. Bought rafting oars for $175, Check 371. 

















suse? Problem 4-7 Analyzing 
iim Transactions Recorded 
in T Accounts 


Richard Tang owns and operates a job place- 










ment service, Job Connect. The T accounts on the 
next page summarize several business transactions 
for May. 






Instructions Use a form similar to the one 

presented on the next page. For each of the 

10 transactions: 

(1) Identify the account debited, and record the account name in the 
appropriate column. 


(2) Indicate whether the account debited is being increased or decreased. 





(3) Identify the account credited, and write the account name in the 
appropriate column. 
(4) Indicate whether the account credited is being increased or decreased. 


(5) Write a short description of the transaction. 
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Trans | Account Increase (1) Account Increase (I) se fu 
No. | Debited | or Decrease (D) | Credited | or Decrease (D) | Description 


Cash in Richard Richard Tang 
Bank Tang, invested 
Capital $15,000 in 

the business. 





Cash in Bank Accounts Receivable 
Debit Credit Debit Credit 
~ — + - 
(1) 15,000 (4) 1,225 (5) 225 (9) 225 
(9) 225 (6) 900 
(7) 995 


(8) 2,000 


Office Equipment Office Furniture | 
Debit | Credit — / Credit 
+ = 
(2) 225 | (S) 225 (6) * 900 | 
(3) 8,000 | (10) 145 | 
(4) 1,225 | | 
_ Computer Equipment Accounts Payable 
ee = sn 
Debit Credit Debit | Credit 
+ _ ~ | + 
(7) 995 (8) 2,000 (3) 8,000 
(10) 145 


Richard Tang, Capital 
Debit Credit 
= + 


(1) 15,000 
(2) 225 


Analyze: What is the ending balance for liabilities? For assets? For 
owner's equity? 
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SOL LAIE 


Transactions That 
Affect Revenue, 


Expenses, and 
Withdrawals 








Learning Objectives 


When you have completed this 
chapter, you will be able to: 


> Explain the difference between ANALYZING REVENUE AND EXPENSES 


permanent accounts and 
temporary capital accounts. 


iz SOM MU STIA 


















Dave Thomas is the man behind Wendy's International. 
The original restaurant in Columbus, Ohio, opened in 1969 and was 
called Wendy's Old Fashioned Hamburgers. Now more than 
5,000 restaurants offer salads, sandwiches, burgers, drinks, and soups. 
When you buy a meal at Wendy’s, you are helping the busi- 
ness earn revenue. That revenue is used to pay expenses and to 
build new restaurants. Wendy’s grew to its size today by selling 
meals to people just like you. Dave Thomas’ motto for his restaurants 
is “Quality, Service, Cleanliness, and Value.” Have you ever 
wondered where Wendy’s name came from? Dave named 
his restaurant after his daughter, Melinda Lou, whose nickname 
is Wendy. 





p List and apply the rules of debit 
and credit for revenue, expense, 
and withdrawals accounts. 
































Use the six-step method to 
analyze transactions affecting 
revenue, expense, and 

withdrawals accounts. 













» Testa series of transactions for 
equality of debits and credits. 


p Define the new accounting terms 
introduced in this chapter. 





What do you think? 

Wendy's earns revenue by selling meals. Can you think of 
at least six examples of expenses that a Wendy’s restaurant 
might have? 
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Applying Your Accounting Knowledge _ 





When you receive a paycheck, 
you probably think about the 
amount of money you have and the 
things you'd like to buy. Businesses also earn 
money and spend it on items used to operate 
the business. In this chapter, you'll learn to 
analyze transactions involving revenue and 

_expenses of a business. 




















How does your workplace (or the work- 
place of family or friends) earn revenue? 
2. What does the business buy with that 
revenue? 

3. How do these revenue and expense 
transactions affect the profits of a business? 
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Relationship of Revenue, 
Expenses, and Withdrawals 
to Owner's Equity 





In Chapter 4 you learned how to 


What You'll Learn 






record transactions in asset, liability, 








* The reason for having and owner's capital accounts. In this 
temporary and chapter you will learn how to record 
permanent accounts. transactions in revenue, expense, and 
® The rules of debit and owner’s withdrawals accounts. These 
credit for the revenue, accounts provide information about 
expense, and how well the business is doing. A pilot 
Why It’s Important with only a (DSC 918505 and a gas Beuge: +00 o instruments, although 
| necessary, do not give a pilot all of the information needed to keep such 
| The proper handling of a complex aircraft on course and operating smoothly. Operating a business 
| transactions that affect is a bit like operating a 747. Information about revenues and expenses is 


temporary and permanent 


! needed by the owner to keep the business on course. 
accounts is essential to 


maintaining accurate Revenue, Expenses, and Withdrawals 


financial records. 


Account Transactions 


You learned earlier that the owner's capital account shows the amount 


Saag TERMS 


temporary capital of the owner’s investment, or equity, in a business. Owner’s equity is in- 
accounts creased or decreased by transactions other than owner’s investments. For 
permanent accounts example, the revenue, or income, earned by the business increases owner’s 





equity. Both expenses and owner’s withdrawals decrease owner's equity. 
(Remember that revenue is not the same as an owner's investment, and 
expense is not the same as an owner's withdrawal.) 





withdrawals accounts. for American Airlines or United would never take off in a 747 equipped 
| 

Revenue, expenses, and withdrawals could be recorded as increases 
| or decreases directly in the capital account. This method, however, 
makes classifving information about these transactions difficult. A 
| more informative way to record transactions affecting revenue and 
| expenses is to set up separate accounts for each type of revenue or 
| expense. Such information helps the owner decide, for example, 
whether some expenses need to be reduced to save money. 


Temporary Capital Accounts 


As you learned in Chapter 2, accounting is an activity that is 
divided into periods of time or accounting periods. This means 
that once all of the activities are completed for a given account- 
ing period, that period is closed. Then a new period starts, and 
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transactions for the new period are entered into the accounting system. The 
process continues for as long as the business exists 

Revenue, expense, and withdrawals accounts are used to collect 
information for a single accounting period. These accounts are called 
temporary capital accounts . lemporary capital accounts start each new 
accounting period with zero balances. That is, the amounts in these 
accounts are not carried forward from one accounting period to the next. 
lemporary capital accounts are not temporary in the sense that they are 
used for a short time and then discarded. They continue to be used in the 
accounting system, but the amounts recorded in them accumulate for only 
one accounting period. At the end of that period, the balances in the tem- 
porary capital accounts are transferred to the owner' capital account. (The 
procedure for transferring these balances to owner's Capital is explained in 
Chapter 10.) 

Illustrating Temporary Capital Accounts. Let’s use Utilities 
Expense, a temporary capital account, as an example. During an account- 
ing period, business transactions related to utilities such as electricity and 
telephones are recorded in Utilities Expense. By using this separate account, 
the owner can see at a glance how much money is being spent on this 
expense. The individual transaction amounts accumulate in the account as 
the accounting period progresses. At the end of the period, the total spent 
is transferred to the owner's capital account and subtracted from the capi- 
tal account balance. Remember, expenses decrease Owner's capital. In Fig- 
ure 5-1, the account, Utilities Expense, starts the next accounting period 
with a zero balance—ready for the transactions in the new period. 


Utilities Expense 






Accumulated telephone costs 
for accounting period $2,857 


Accumulated electricity costs 
for accounting period 5,141 


Total for accounting period = $7,998 








Utilities Expense balance transferred 
to Owner’s Capital at end of accounting 
period. Expenses decrease owner's Capital. 





Owner's Capital 


Balance at Beginning of 
Accounting Period 
Balance of Utilities Expense — $7,998 
Balance at End of 
Accounting Period 


Figure 5-1 The Relationship of Temporary Capital Accounts to the Owner's Capital Account 


Section 1 Relationship of Revenue, Expenses, and Withdrawals to Owner's Equity 
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Business Etiquette 


In the United States, 
business people shake 
hands with a firm grip to 
show confidence. That is 
not always the case. In 
the Middle East, business 
people use a gentle grip to 
avoid suggesting aggres- 
sion. If you meet someone 
from an unfamiliar culture, 
it’s safest to let him or her 
set the precedent. 








Permanent Accounts 


In contrast to the temporary accounts, the owner's capital account is a 
permanent account. Asset and liability accounts are also permanent accounts. 
Permanent accounts are continuous from one accounting period to the 
next. In permanent accounts, the dollar balances at the end of one ac- 
counting period become the dollar balances for the beginning of the next 
accounting period. 

Illustrating Permanent Accounts. For example, if a business 
has supplies totaling $875 at the end of one accounting period, the business 
will start with $875 in supplies at the beginning of the next accounting 
period. That is, at the end of an accounting period, the ending balances in 
permanent accounts are carried forward to the next accounting period as 
the beginning balances. 


End of Accounting Period Beginning of Next Accounting Period 








Supplies Supplies 
Debit Credit Debit Credit 
End Bal. 875 Beg. Bal. 875 


The permanent accounts show balances on hand or amounts owed at 
any time. They also show the day-to-day changes in assets, liabilities, and 


owner’s Capital. 


The Rules of Debit and Credit 
for Temporary Capital Accounts 


In Chapter 4 you learned the rules of 


debit and credit for the asset, liability, and Owner's Capital Account 





owner's capital accounts. In this chapter Debit Credit 
we will continue with the rules of debit + 
i Dei : siii Decrease Increase 
and credit, this time for revenue, expense, pak 
: Side Side 
and withdrawals accounts. Before looking Normal 
at these rules, let’s review quickly the T ac- Balance 


count showing the rules of debit and 
credit for the owner's capital account. 

As you will see, the rules of debit and credit for accounts classified as 
revenue, expense, and withdrawals accounts are related to the rules for the 


owner's equity account. 


Rules for Revenue Accounts 


Accounts set up to record business income are classified as revenue ac- 
counts. The following rules of debit and credit apply to revenue accounts: 


Rule 1: A revenue account is increased (+) on the credit side. 

Rule 2: A revenue account is decreased (—) on the debit side. 

Rule 3: The normal balance for a revenue account is the increase side, or 
the credit side. Revenue accounts normally have credit balances. 
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Revenue earned from selling goods or services increases owner's capital. 
The relationship of revenue accounts to the owner's capital account is shown 
by the T accounts in Figure 5-2. Can you explain why the T account for 


revenue is used to represent the credit (right) side of the capital account? 


Permanent Account 
Owners Capital 





Debit Credit 
+ 
Increase Side 
Normal Balance 


Decrease Side 





Credit 
| + 
Decrease Side | Increase Side 

| Normal Balance 


A 


A credit balance is recorded 
on the credit side. 





Increases in Owner's capital are shown Revenue Accounts 


eee: = 
) > credit side of that acco . Since i | PO 
on the credit side that account. Since Debit | Credit 
revenue increases owner's capital, the rev- + 
. i 9 saree x 
enue account is used to represent the credit. ©) ae (1) ui 
. È i ea Side ide 
side of the owner's capital account. (3) Normal 
We can summarize the rules of debit Balance 


and credit for revenue accounts with a 
T account illustration. 

Let’s apply the rules of debit and credit to an actual revenue account. 
Look at the entries in the following T account for the revenue account called 
Fees. The increases to the revenue ac- 
count are recorded on the right, or 
credit, side of the T account. The de- 
creases are recorded on the left, or 
debit, side. To tind the balance, sub- 
tract total debits ($200) from total cred- 
its ($500 + $1,000 + $2,000 = $3,500). 
You get a balance of $3,300 on the 
credit side, the normal balance side for 
a revenue account. 


| 
Debit | Credit 
200 | 500 
| 1,000 

| 2,000 


Bal. 3,300 


Section 1 






Figure 5-2 Rules of Debit 
and Credit for Revenue 
Accounts 


‘Key Points 


Normal Balances 

The normal balance 
side of an account is 
the side used to in- 
crease the account. 





1 astomer 
Service È 
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Restaurant 
Industry 
The restaurant 


industry is a key part of the 
U.S. economy, employing 

more than 9 million people. 
Restaurants take in revenue 
of about $320 billion a year. 





Figure 5-3 Rules of Debit 
and Credit for Expense 
Accounts 














Computing the 
Balance ina 
T Account 


To make it easier to find 
an account balance: 

1. Add amounts and write a 
subtotal on each side of 
the account. 

2. Subtract the lesser 

subtotal from the other 

subtotal to find the 
account balance. 


Rules for Expense Accounts 


Accounts set up to record the costs of goods and services a business uses 
are expense accounts. The following rules of debit and credit apply to 
expense accounts: 


Rule 1: An expense account is increased on the debit side. 

Rule 2: An expense account is decreased on the credit side. 

Rule 3: The normal balance for an expense account is the increase side, or 
the debit side. Expense accounts normally have debit balances. 


Expenses are the costs of doing business. Expenses decrease owner’s cap- 
ital. Note that revenues have the exact opposite impact; revenues increase 
owner's capital. Look at the T accounts in Figure 5-3. Can you explain why 
the T account for expenses is used to represent the debit (left) side of the 
capital account? 


Permanent Account 
Owner's Capital 





Debit Credit 
~ co 
Decrease Side Increase Side 


Normal Balance 








Expenses Revenue 
Debit Credit Debit Credit 
+ - - + 
Increase Side Decrease Side Decrease Side Increase Side 


Normal Balance 


A credit balance is recorded 
on the credit side. 


Normal Balance 


A debit balance is recorded 
on the debit side. 


Decreases in owner’s capital are shown on the debit side of that account. 
Since expenses decrease owner's capital, expense accounts are used to rep- 
resent the debit side of the owner's capital account. 

Let’s use a T account to summarize the rules of debit and credit for 
expense accounts. 


a Accounts 


(2) Decrease 
Side 


(1) Geass 
Side 
(3) Normal 
Balance 


si | Credit 
| 
| 


Now look at the entries recorded in the T account called Advertising 
Expense. The increases to the expense account are recorded on the left, or 
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debit, side of the T account. The decreases to the account are recorded on the 
right, or credit, side of the T account. When total credits ($125) are sub- 
tracted from total debits ($600), there is a balance of $475 on the debit side, 
which is the normal balance side for expense accounts. 


Advertising Expense 





Debit Credit 
+ = 
400 125 
200 
Bal. 475 


| 


Rules for the 
Withdrawals Account 


A withdrawal is an amount of 





money or an asset the owner takes out of the 

business. Since withdrawals do not occur as fre- 

quently as expenses, no separate classification is used for the withdrawals 
account. Rather, it is classified as a temporary owner’s equity account. With- 
drawals, like expenses, decrease capital, so the rules of debit and credit are [im Ca LOLA) 


the same as for expense accounts. 
Normal Balances 


Rule 1: The withdrawals account is increased on the debit side. e The normal balance 

Rule 2: The withdrawals account is decreased on the credit side. for a revenue ac- 

Rule 3: The normal balance for the withdrawals account is the increase count is a credit. 
side or the debit side. The withdrawals account normally has a e The normal balance 
debit balance. for an expense ac- 


count is a debit. 
Withdrawals Account 


Debit Credit 
+ le: 
(1) Increase (2) Decrease 
Side Side 
(3) Normal 


Balance | 


Review the entries in the T account called W. Smith, Withdrawals. The 
increases are recorded on the left, or debit side, of the T account. The 
decreases are recorded on the right, or credit, side of the T account. When 
total credits ($200) are subtracted from total debits ($2,000), there is a bal- CURRENCIES 
ance of $1,800 on the debit side, which is the normal balance side for the Following the Revolu- 
withdrawals account. tionary War in the United 

States, Americans rejected 
e everything British; so they 
Debit Credit embraced a money system 


ACCOUNTING 


OA 


W. Smith, Withdrawals 


- from Bohemia—the Thaler. 
500 200 Americans mispronounced 
1,500 | canta Htolkar 
Bal. 1,800 | this unit as a “dollar. 
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Summary of the Rules of Debit and Credit for 
Temporary Capital Accounts 


Figure 5-4 summarizes the rules of debit and credit for the temporary 
capital accounts and the basic accounting relationships of these accounts to 
the owner’s capital account. 


Key Points 





Debits and Credits 

Debits are used to: 

1. Decrease (—) 
revenue. 

. Increase (+) 

expenses. 

3. Increase (+) 
withdrawals. 


Permanent Account 
Owner's Capital 








Credits are used to: 


Debit Credit 
. Increase (+) ~ + 
Decrease Side Increase Side 


revenue. 
. Decrease (—) 
expenses. 


Normal Balance 














Expenses 
. Decrease (—) -; e 
withdrawals. Debit Credit Debit Credit 
| + - _ + 
| Increase Side Decrease Side Decrease Side Increase Side 


Normal Balance 


Normal Balance 


| 


Withdrawals 





Debit Credit 
+ da 
Increase Side Decrease Side 
Normal Balance | 


—_I 


A debit balance is recorded 
on the debit side. 





A credit balance is recorded 
on the credit side. 





Figure 5-4 Rules of Debit and Credit for Temporary Capital Accounts 


A MATTER OF ETHICS 


Using the 800 Number Ethical Decision Making: 


i i i sui 5 
Many businesses offer a toll-free telephone line © What are the ethical issues: 


for customers and business associates. Suppose What are the alternatives? 


you're an accountant for Procter & Gamble in 
Cincinnati, Ohio. Your friend Mike just moved to 
Houston and asks if your company has an 800 How do the alternatives affect 
number he can use to call you. Your company the parties? 

does offer an 800 number, and you would like to What would you do? 

hear from Mike. However, you also know that 

your company pays for each incoming call. 


Who are the affected parties? 
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SECTION | Check Your Understanding 


Now that you have studied this section, complete the following questions and problems. 


Thinking Critically 
1. Changes to revenue accounts eventually affect another account. What other account is 
affected? Explain. 





2. What type of transaction affects the debit side of the owner’s capital account? Explain. 





Communicating Accounting 

As the financial director for the Southside Ballet Company, you determined it would 
be a good idea for Southside to open a ballet supply and dancewear shop. Write a memo 
to the ballet director and owner, Jonathan Booth, asking him to consider opening this shop. 
Explain how you view the impact of additional revenue on his capital account. Use the rules 
for revenue accounts in your explanation. 





Problem 5-1 Applying the Rules of 
Debit and Credit 


Caroline Palmer uses the following accounts in her San 
Francisco—Los Angeles commuter shuttle service. 


General Ledger 


Cash in Bank Caroline Palmer, Capital 
Advertising Expense Accounts Receivable 
Caroline Palmer, Withdrawals Food Expense 
Airplanes Flying Fees 

Fuel and Oil Expense Accounts Payable 


Repairs Expense 


Instructions In the form provided in your working papers, provide the following infor- 

mation for each account. 

(1) Classify the account as an asset, liability, owner’s equity, revenue, or expense account. 

(2) Indicate whether the increase side is a debit or a credit. 

(3) Indicate whether the decrease side is a debit or a credit. 

(4) Indicate whether the account has a normal debit balance or a normal credit balance. 
The first account is completed as an example. 


Account Account Increase | Decrease | Normal 
Name _| Classification Side Side Balance 
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What You'll Learn 


* How to analyze trans- 
actions that affect rev- 
enue, expense, and 
withdrawals accounts. 


Why It's Important 


You need to analyze 
revenue, expense, and 
owner's withdrawal trans- 
actions to record them 
correctly. 


KEY EO 


revenue recognition 


Business Transaction s MMM 


| On October 15, Roadrunner provided delivery services for the Sims 


| ANALYSIS Identify 1. 
| Classify 2. 
| +/- 3. 





Applying the Rules of Debit 


Corporation. A check for $1,200 was received in full payment. 


DEBIT-CREDIT RULE 4. 


T ACCOUNTS 6. 





and Credit to Revenue, 
Expense, and Owner's 
Equity Transactions 


In Section 1 you learned the rules of debit and credit for revenue, 
expense, and withdrawals accounts. Learning to apply these rules to typ- 
ical business transactions is our next task. In the course of a week, a busi- 
ness might receive money, pay rent, or pay utility bills. Let’s look at more 
transactions for Roadrunner Delivery Service. 


Analyzing Transactions 


In Chapter 4, Roadrunner’s transactions dealt with asset and liability 
accounts and with the owner’s equity account, Maria Sanchez, Capital. 
Using the rules of debit and credit, let’s analyze several business transac- 
tions that affect revenue, expense, and owner’s withdrawals accounts. Use 
the same six-step method you learned in Chapter 4. Refer to Roadrunner’s 
chart of accounts on page 73 to analyze the following transactions. 





The accounts Cash in Bank and Delivery Revenue are affected. 

Cash in Bank is an asset account. Delivery Revenue is a revenue account. 
Cash in Bank is increased by $1,200. Delivery Revenue is increased by 
$1,200. 


Increases in asset accounts are recorded as debits. Debit Cash in Bank 
for $1,200. 

Increases in revenue accounts are recorded as credits. Credit Delivery 
Revenue for $1,200. 


Cash in Bank Delivery Revenue 
Debit | Credit Debit Credit 
+ | = — + 

1,200 


1,200 | 
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Business Transaction 9 





On October 16, Roadrunner mailed Check 103 for $700 to pay the months rent. 
(RITI SIE a oe ee a °° °° cera e NO 
ANALYSIS Identify 1. The accounts Rent Expense and Cash in Bank are affected. 
Classify 2. Rent Expense is an expense account. Cash in Bank is an asset account. 
te 3. Rent Expense is increased by $700. Cash in Bank is decreased by $700. 
DEBIT-CREDIT RULE 4. Increases in expense accounts are recorded as debits. Debit Rent 
Expense for $700. 
5. Decreases in asset accounts are recorded as credits. Credit Cash in 
Bank for $700. 
T ACCOUNTS 6. Rent Expense Cash in Bank 
Debit Credit Debit Credit 
+ 7 + ~ 
700 700 














Business Transaction 10 (MeeeeeleltS® > 


On October 18, Beacon Advertising prepared an advertisement for Roadrunner. Roadrunner will pay 
Beacon’s $75 fee later. 


ANALYSIS Identify 1. The accounts Advertising Expense and Accounts Payable—Beacon 
Advertising are affected. 
Classify 2. Advertising Expense is an expense account. Accounts Payable— 
Beacon Advertising is a liability account. 
+/- 3. Advertising Expense is increased by $75. Accounts Payable—Beacon 


Advertising is increased by $75. 


124.kjk1z;5;7T———_.,_ 1 


DEBIT-CREDIT RULE 4. Increases in expense accounts are recorded as debits. Debit Advertising 
Expense for $75. 
5. Increases in liability accounts are recorded as credits. Credit Accounts 
Payable—Beacon Advertising for $75. 


ee 


T ACCOUNTS 6. Accounts Payable— 
Advertising Expense | Beacon Advertising 












Debit Credit Debit | Credit 
+ = - + 
75 | 75 
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È | | a s se / EE 

| Business Transaction 11 : 

| | | On October 20, Roadrunner billed City News $1,450 for delivery services. 

I “nu Ì . i i 

| ANALYSIS Identify 1. The accounts Accounts Receivable—City News and Delivery Revenue 
| | are affected. 

(I Classify 2. Accounts Receivable—City News is an asset account. Delivery Revenue 


Idi 
DEBIT-CREDIT 


| | T ACCOUNTS 








ANALYSIS Identify 1. The accounts Utilities Expense and Cash in Bank are affected. 
Classify 2. Utilities Expense is an expense account. Cash in Bank is an asset account. 
+= 3. Utilities Expense is increased by $125. Cash in Bank is decreased 
by $125. 


DEBIT-CREDIT 


— eee 


IT ACCOUNTS 
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is a revenue account. 


v= 3. Accounts Receivable—City News is increased by $1,450. Delivery 


Revenue is increased by $1,450. 


Receivable—City News for $1,450. 


5. Increases in revenue accounts are recorded as credits. Credit Delivery 


Revenue for $1,450. 





| | ————r—_——r——_—_—.—+—+_—L;__  oor wr 


| 


| 


le erncaa 


RULE 4. Increases in asset accounts are recorded as debits. Debit Accounts 








6. Accounts Receivable—City News Delivery Revenue 
Debit Credit Debit Credit 
> - — + 
1,450 1,450 
In Transaction 11 Roadrunner recorded revenue for 
services provided, even though the money had not x 
been collected. Following the GAAP principle of CÀ 


revenue recognition , revenue should be recognized 


on the date earned, even it cash has not been received. 


Transaction 12 


RULE 4. Increases in expense accounts are recorded as debits. Debit Utilities 


Expense for $125. 


5. Decreases in asset accounts are recorded as credits. Credit Cash in 


Bank for $125. 


6. Utilities Expense 


Debit Credit Debit 


125 





Cash in Bank 


Credit 


125 
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Business Transaction 13 | 


= 













On October 29, Roadrunner wrote Check 105 for $600 to have the office repainted. 


ANALYSIS Identify 1. The accounts Maintenance Expense and Cash in Bank are affected. 
Classify 2. Maintenance Expense is an expense account. Cash in Bank is an asset 
account. 
+/- 3. Maintenance Expense is increased by $600. Cash in Bank is decreased 
by $600. 


a 


DEBIT-CREDIT RULE 4. Increases in expense accounts are recorded as debits. Debit 
Maintenance Expense for $600. 
5. Decreases in asset accounts are recorded as credits. Credit Cash in 





Bank for $600. 
T ACCOUNTS 6. Maintenance Expense Cash in Bank 
Debit | Credit Debit | Credit | 
i i | | 


600 | | 600 


Business Transaction 14 


On October 31, Maria Sanchez wrote Check 106 to withdraw $500 cash for personal use. 


| 


ANALYSIS Identify 1. The accounts Maria Sanchez, Withdrawals and Cash in Bank are 
affected. 
Classify 2. Maria Sanchez, Withdrawals is an owner's equity account. Cash in 
Bank is an asset account. 
+/- 3. Maria Sanchez, Withdrawals is increased by $500. Cash in Bank is 


decreased by $500. 


—_—_ÉÉ EI 


DEBIT-CREDIT RULE 4. Increases in the owner's withdrawals account are recorded as debits. 
Debit Maria Sanchez, Withdrawals for $500. 
5. Decreases in assets are recorded as credits. Credit Cash in Bank 





for $500. 
T ACCOUNTS 6. Maria Sanchez, Withdrawals Cash in Bank 
Debit | Credit Debit | Credit 
+ | - + - 


500 | | 500 
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il 
til = » 
| Testing for the Equality 
| Il a . 
Il oso of Debits and Credits 
i | Debits and Credits 
| I Revenue represents the In a double-entry accounting system, correct analysis and recording of 
| right side of the capital business transactions should result in total debits being equal to total cred- 
| | account. The right (credit) its. Testing for the equality of debits and credits is one way of finding out 
| side of the revenue account whether you have made any errors in recording transaction amounts. To 
| is, therefore, the side used test for the equality of debits and credits, follow these steps: 
to increase that account. i i 
III ” Step 1. Make a list ot the account titles used by the business. 
| Expenses and withdrawals 3 juin siii PERO o 
| represent the left side of the Step 2. To the right of each Je title, list the balance of the CCIE 
Il capital account. The left Use two columns, one for debit balances and the other for credit 
| (debit) side of these ac- balances. 
counts is then the side used Step 3. Add the amounts in each column. 
| | to increase the accounts. If you have recorded all the amounts correctly, the total of the debit col- 
| umn will equal the total of the credit column. The test for equality ot deb- 
| its and credits for the transactions in Chapters 4 and 5 shows that total debits 
| are equal to total credits, so the ledger is in balance. 
| Key Points 
| - DEBIT CREDIT 
| oe Meee ACCOUNT NAME BALANCES BALANCES 
| Account 
Increases in the 101 Cash in Bank $ 21,125 
Il owner's withdrawals 105 Accounts Receivable—City News 1,450 
| 2. aiizie 110 Accounts Receivable—Green Company 
as CeDIIS 
| | 115 Computer Equipment 3,000 
| 120 Office Equipment 200 
| 125 Delivery Equipment 12,000 
| 201 Accounts Payable—Beacon Advertising $ 75 
| 205 Accounts Payable—North Shore Auto 11,650 
| 301 Maria Sanchez, Capital 25,400 
| 302 Maria Sanchez, Withdrawals 500 
| CONNECT TO ... 303 Income Summary 
| TECHNOLOGY 401 Delivery Revenue 2,650 
| When researching tax 501 Advertising Expense 75 
| information or retrieving 505 Maintenance Expense 600 
| || official documents at the IRS 510 Rent Expense 700 
| Web site (or browsing any a 
| 1 515 Utilities Expense #25 
other popular site), you IE 8 Ee 6 
can speed up your visit by $39,775 $39775 


requesting “text only” pages. 
Also, bookmarking a specific 
page will help you skip the 
busy home page on your 
next visit. 


AAAAAAAAAAALAE 
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SECTION 2 Check Your Understanding 





Now that you have studied this section, complete the following questions and problem. 


e . x . . 
Thinking Critically 
1. What is the normal balance of a withdrawals account? 
2. What other temporary account carries a normal balance on the same side as the normal 
balance for a withdrawals account? 
3. The two accounts referred to above temporarily represent a permanent account. What 


is the name of the permanent account? 












Analyzing 
Accounting $14,000 


Your accounting clerk has 12,000H #£ BE Revenue 


fo a @8 Expenses AS 
AE egg? I eo 
a Fa <=. RES! ee 
. di 2 
< 


just handed you the bar 10,000 


8,000 


chart shown at right 
reflecting the revenue and 
expense for the first 6,000 
quarter. What month was 4,000 
the most significant for 
revenue? What month had 


2,000 


the highest expense? 
Overall, did the business 





have a profit or loss? 





Problem 5-2 Identifying Accounts Affected by 
Transactions 


John Albers uses the following accounts in his business. 


General Ledger 


Cash in Bank John Albers, Capital Advertising Expense 
Accounts Receivable John Albers, Withdrawals Rent Expense 
Office Equipment Service Fees Utilities Expense 
Accounts Payable 


Instructions In your working papers: 

(1) Identify the two accounts affected by each of the following 
transactions. 

(2) Indicate whether each account is debited or credited. 


pae] amecio 


July 1| 1. Issued Check 543 to pay the electric bill for the month. 







3. John Albers took cash from the business for his 
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2. Billed a customer for services provided on account. aN > 8 












personal use. ta j 
4. Issued Check 544 to pay for an advertisement. » a 
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BILL ALBRETS 
Chief Accountant, Lockheed Martin 
Technical Operations 


Q: How did you get into accounting? 

A: | was a bookkeeper and liked it, but bookkeeping has 

a limited career growth and pay. There were two paths to 
business management: the MBA (Masters of Business 
Administration) and the CPA. The MBA takes two years, and 
since | had a family and no money, that was out. Getting my 
CPA involved sitting for the exam. It’s a very difficult exam. It 
took me two tries to pass it. 


Q: Is getting a CPA worthwhile? 

A: | highly recommend it. The first two years of getting your 
experience are tough. | didn’t enjoy working for a CPA firm, but it 
has only helped me in my career. 









Q: What do you recommend to students who want 


to go into management? 


A: Accounting is a very good path into management. As an internal 
auditor, you see all the operations of your employer. That’s how | got 
my job here. | came in to do an audit, they liked what they saw, and 
they gave me a tremendous job offer. 


Q: What skills are most important? 

A: Excellent communication skills. You don't move ahead with just technical skills. You 
need to show your ideas to management in a way they/Il understand and remember. | 
teach public speaking classes in community college because | believe so strongly in it. 


CAREER FACTS 












Nature of the Work: Working with management on planning, guiding and directing staff, 
and doing accounting functions when necessary. 


Training or Education Needed: A bachelor’s degree in accounting, and the CPA exam. 





Aptitudes, Abilities, and Skills: Accounting, time management skills, problem-solving skills, 
communication skills and interpersonal skills. 

Salary Range: $70,000 to $150,000 depending on the company. 

Career Path: Start as an internal auditor for a variety of firms to learn business, gain 
experience in lower management (such as project manager), and then move to chief 
accountant or controller. 






Thinking Critically: In what ways would you use public speaking in your career? 
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CHAPTER 5. SUMMARY 






KEY CONCEPTS 





1. The accounts used by a business can be separated into permanent accounts and temporary 
capital accounts. 

Asset and liability accounts and the owner’s capital account are permanent accounts. 
Revenue, expense, and withdrawals accounts are temporary capital accounts. 

Temporary capital accounts start each new accounting period with zero balances. 

Revenue accounts temporarily represent the credit side of owner's capital. 

Expense and withdrawals accounts temporarily represent the debit side of owner's capital. 
Revenue accounts are increased by credits and have normal credit balances. 

Expense and withdrawals accounts are increased by debits and have normal debit balances. 
The rules of debit and credit for the permanent accounts—assets, liabilities, and the owner's 
capital account—are summarized below using T accounts and the basic accounting equation. 


PR ee ee 


Balance | Balance 


ASSETS = LIABILITIES 4 OWNER’S EQUITY 
Asset Accounts ~ Liability Accounts + Owner's Capital Account 
ee RS ee IT a “i Sn ce ta ye —— _ = ms | = 
Debit Credit Debit | Credit Debit | Credit 
+ - - + = | + 
Increase Decrease Decrease | Increase Decrease | Increase 
Side Side Side Side Side | Side 
Normal Normal | Normal 
Balance | 


10. The rules of debit and credit for the temporary capital accounts—revenue, expenses, and the 
owner's withdrawals account—may also be summarized using T accounts. 


Temporary Capital Accounts 








Withdrawals Expenses Revenue 
Debit | Credit Debit Credit Debit Credit 
+ | 7 + = = | + 

Increase Decrease Increase Decrease Decrease | Increase 

Side Side Side | Side Side | Side 
Normal | Normal | | Normal 
Balance | Balance | | Balance 

| 
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USING KEY ee ay 


You have been asked to make a presentation to your 
company’s owners. For the owners to understand the dif- 
ference in the accounts you manage, you must be able to 






explain the following key terms: 


permanent accounts temporary capital accounts 
revenue recognition 


nh 


Create three examples that could be used as overhead 
transparencies. Each example (master) should show a term, 
a brief definition, and an illustration or example. 





Understanding Accounting 
Concepts and Procedures 


Instructions 
Answer the following questions on a separate sheet of paper: 
1. Why are temporary capital accounts used? 


2. What is the difference between a temporary capital account and a permanent account? Give 
three examples of each type of account. 


3. State briefly the rules of debit and credit for increasing and decreasing (a) revenue accounts, 
(b) expense accounts, (c) withdrawals accounts. 


4. List the normal balance side of (a) revenue accounts, (b) expense accounts, (c) withdrawals 
accounts, (d) asset accounts, (e) liability accounts, (f) the owner’s capital account. 


5. Why does a revenue account temporarily represent the credit side of the owner’s capital 
account? 


6. What effect does a revenue transaction have on owner's capital? 


7. Explain why the expense accounts temporarily represent the debit side of the owner's capital 
account. 


8. What effect does an expense transaction have on owner's capital? 
9. How is a withdrawal different from an expense? How are they the same? 
10. How is an investment different from revenue? How are they the same? 


11. How would you test for the equality of debits and credits? 
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Case Study... 


Service Business: Web Site Design 
Colleen Chapelli owns Web Design Source, a ser- 
vice that creates Web sites for local businesses. While 

Colleen is an expert with computers and software 


programming, her business finance expertise is 
limited. She has hired you as her accountant to 
organize her business information and suggest 
business accounts. Here are some of the items 
Colleen uses in the business: 

e Computer e Desk and chair 

e Printer e Bookcases 

e Software e Computer supplies 

Colleen has been advertising in the local 
newspaper to find new clients. She manages the 
business from her home and has a separate 
telephone line for the business. 


Thinking Critically: 


1. Prepare a chart of accounts for Web Design Source. 


2. Explain to Colleen why it is important to collect 
and organize the financial information resulting 
from business transactions. 


Conducting an Audit with Alex 


Instructions Review the T accounts below to ver- 
ity that the tollowing transactions are retlected 
properly. On a separate sheet of paper, make any 

MB necessary corrections. 
1. Received $425 from Marty Prichard for 


printing services. 


2. Provided printing services to Marty 


Prichard on account, $325. 
3. Paid tor repairs to the copier, $127. 


Cash in Bank Printing Revenue 


| 
(1) 425 (3)127 (3) 127 | (2) 325 


Wee ANE ss 








inter NET 


Certified Public Accounting 

Ihe American Institute of 
Certified Public Accountants 
(AICPA) Web site offers an area for 
students that presents information 
on becoming a CPA. 








Do This: 

1. Locate the Web site for the AICPA. 
What is the Web site address? 

. Describe the features that exist 
on the AIC PA site. 

. What other organizations might 
an accounting professional want 
to join? 

. List three scholarships available 
for accounting majors. 








Workplace Skills 


Acquiring and Analyzing Data 

To make a decision, whether business or 
personal, you must be able to acquire and 
analyze data (information). 


On the Job: 

You are about to enter your senior year at 
Highland College, a small liberal arts college of 
2,000 students in North Carolina. Eighty percent 
of the students live in dorms on campus or in 
apartments within one mile of the college. The 
student activities center closes at 9:00 P.M. during 
the school week, and students complain about 
the lack of a food and beverage service available 
for late night study sessions. You decide to 
analyze the market potential of starting a limited 
food and beverage delivery service. 

Thinking Critically: 

1. Develop a market survey of 5-10 questions 
related to the opening of an off-campus food 
and beverage delivery service. 

. Decide what type of food and beverage you 
can provide in a delivery service. How much 
investment would you need to begin? What 
do you anticipate your customer base to be? 
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The Chart of Accounts 
Making the Transition from a Manual to a Computerized System 


In a Computerized System 





Task In a Manual System 









Setting up the accounts e Accounts are set up in the general e Accounts are set up using defined 
in the general ledger ledger using general ledger account account numbers and account types. 
forms. e Accounts can be set up with or 
e Accounts can be set up with or without beginning balances. 





without beginning balances. 





e Peachtree offers hundreds of sample 











companies from which you can copy 
the chart of accounts instead of 






Chart of Accounts 


























Assets Owner's Equity creating each account individually. 
Cash in Bank Maria Sanchez, Capital 
Accounts Receivable Maria Sanchez, Withdrawals 








Computer Equipment 









Office Equipment Revenue 











Delivery Equipment Delivery Revenue 




















Liabilities 
Accounts Payable Advertising Expense 


Expenses 














Maintenance Expense 














Rent Expense 








Setting Up General Ledger Accounts in PEACH TREE 





Peachtree Question Description 










. From the Maintain menu, select Chart of Accounts. 
. Enter the account number in the Account ID box. 

. Enter the account name in the Description box. 

. From the Account Type drop-down list, select the account type 
from options like accounts payable, accounts receivable, equity, 
expenses, income, and others. 


How do I create general ledger 
accounts in Peachtree? 


ia O IN 








What does the software do 
“behind the scenes?” 


e General ledger accounts are opened for each account and stored 
in the chart of accounts. 

e These accounts will be accessible from a drop-down list for any 
transaction you wish to enter in the future. 

e Assigning each account an account type defines for the software 

where each account will be reported when you begin to print 

financial statements. 








114 Chapter 5 Computerized Accounting 
























APPLICATION OPTIONS 








Problem 5-3 Identifying Increases 
and Decreases in Accounts 


Ronald Hicks uses the following accounts in his 
business, Wilderness Rentals. 


General Ledger 
101 Cash in Bank 
105 Accounts Receivable— 
Helen Katz 
120 Office Equipment 
125 Camping Equipment 


301 Ronald Hicks, Capital 

305 Ronald Hicks, Withdrawals 
401 Equipment Rental Revenue 
SOS Maintenance Expense 

525 Utilities Expense 


Instructions Analyze each of the following transactions using the format 
shown in the example below. Record your answers in your working papers. 
a. Explain the debit. 
b. Explain the credit. 
Example: 
On Jan. 2, Ronald Hicks paid the bill for office cleaning, $100. 
a. The expense account 505 Maintenance Expense is increased. In- 
creases in expenses are recorded as debits. 
b. The asset account 101 Cash in Bank is decreased. Decreases in assets 
are recorded as credits. 


Transactions 
1. Ronald Hicks withdrew $500 from his business for his own 
use, Check 225. 


2. The business received $1,200 cash in rental fees from various 
customers. 
3. The business paid a telephone bill of $85, Check 226. 





Analyze: By what amount did the Cash in Bank balance change? 






Problem 5-4 Using T Accounts 
to Analyze Transactions 


Regina Delgado, the owner of Hot Suds Car Wash, uses the following 
accounts: 


ée 


Continued 


Chapter 5 





Dl aN 


Cc 


omplete chapter 


problems one of four 
ways: 


1 


Manual Glencoe 
Working Papers 





or 


N 


Peachtree for 
Windows Software 





or 


3 


or 


d 


i PEACHTREE 


Glencoe 
Integrated 
Accounting 
Software 
(Problem 5-7) 
(Refer to software 
instructions) 


Spreadsheet 
Templates 
(Problem 5-8) 








SMART GUIDE 


Step-by-Step Instructions: 
Problem 5-3 


. Select the problem set 


for Wilderness Rentals 
(Prob. 5-3). 


. Rename the company 


and set the system date. 


. Print a Chart of Accounts 


using the General 
Ledger option in the 
Reports menu. 


. Review the Chart of 


Accounts. 


. End the session. 


Problems 
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Step-by-Step Instructions: 
Problem 5-4 


1. Select the problem set 
for Hot Suds Car Wash 
(Prob. 5-4). ° 

2. Rename the company 
and set the system date. 

3. Print a Chart of Accounts 
using the General 
Ledger option in the 
Reports menu. 

4. Review the Chart of 
Accounts. 

5. End the session. 


TIP: You will learn how to 
enter transactions into the 
accounts in the next chapter. 


ul PEACHTREE 
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Step-by-Step Instructions: 
Problem 5-5 


1. Select the problem set 
for Kits & Pups Grooming 
(Prob. 5-5). 

2. Rename the company 
and set the system date. 

3. Add new general ledger 
accounts using the Chart 
of Accounts option in 
the Maintain menu. 

4. Enter beginning balances 
using the Chart of 
Accounts option in the 
Maintain menu. 

5. Print a Chart of Accounts 
using the General 
Ledger option in the 
Reports menu. 

6. Print a Chart of Accounts 
report and proof your 
work. 

7. End the session. 


TIP: When a report list 
appears, you can double- 
click a report title to go 
directly to that report, 
skipping the report options 
window. 


General Ledger 
101 Cash in Bank 
125 Office Equipment 
205 Accounts Payable— 
O’Brian’s Office Supply 
301 Regina Delgado, Capital 
305 Regina Delgado, Withdrawals 


401 Wash Revenue 
510 Maintenance Expense 
520 Rent Expense 


Instructions In your working papers: 

(1) Determine which accounts are affected for each transaction. 

(2) Prepare T accounts for the accounts affected. 

(3) Enter the amount of the debit and the amount of the credit in the 
T accounts. 


. Received a check for $1,675 for car wash services. 
. Paid the monthly rent of $450 by writing Check 212. 
3. Regina Delgado withdrew $250 for her personal use, 


Check 213. 
. Had the computer repaired at O’Brian’s Office Supply for 
$245 and was given until next month to pay. 





Analyze: Which transactions affect expense accounts? 


Problem 5-5 Analyzing Transactions into Debit 


and Credit Parts 


Abe Shultz, owner of Kits & Pups Grooming, uses the following accounts 
to record transactions for the month. 


General Ledger 

101 Cash in Bank 

105 Accounts Receivable— 
Juan Alvarez 

140 Grooming Equipment 

205 Accounts Payable— 
Dogs & Cats Inc. 

301 Abe Shultz, Capital 

305 Abe Shultz, Withdrawals 


401 Boarding Revenue 

405 Grooming Revenue 

501 Advertising Expense 

505 Equipment Repair Expense 
510 Maintenance Expense 

520 Rent Expense 

530. Utilities Expense 


Instructions For each transaction: 

(1) Prepare a T account for each account listed. 

(2) Enter a balance of $15,000 in the Cash in Bank account; also enter a 
balance of $15,000 in the Abe Shultz, Capital account. 

(3) Analyze and record each of the following business transactions, using 
the appropriate T accounts. Identify each transaction by number. 
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(4) After all the business transactions have been recorded, write the word 
“Balance” on the normal balance side of each account. 


(5) Compute and record the balance for each account. 


HI Rah 





Iransactions 





. Purchased grooming equipment for $12,700, Check 283. 

. Wrote Check 284 for advertising, $125. 

. Received $1,850 cash for dog boarding services. 

. Paid $150 for equipment repair, Check 285. 

. Purchased a dog cage on account from Dogs & Cats Inc. 
fOr p73). 

. Abe Shultz withdrew $150 for personal use, Check 286. 

. Billed Juan Alvarez for $775 covering grooming services for 
all of the dogs boarded at the kennels he owns. Payment will 
be received later. 

. Paid the first two weeks’ rent by writing Check 287 for $325. 

. Paid the electric bill at a cost of $115, Check 288. 


Analyze: If you were asked to prepare a check on January 30 for another 
expense, what check number would you use? 


Problem 5-6 Analyzing 
Transactions into Debit 
and Credit Parts 


Juanita Ortega operates Outback 
Guide Service. She uses the following 
accounts to record and summarize her 
business transactions. 


General Ledger 
101 Cash in Bank 
105 Accounts Receivable— 
Mary Johnson 
150 Rafting Equipment 
205 Accounts Payable— 
Peak Equipment Inc. 


301 Juanita Ortega, Capital 

302 Juanita Ortega, Withdrawals 
401 Guide Service Revenue 

50S Maintenance Expense 

515 Rent Expense 

520 Utilities Expense 


Instructions For each transaction: 

(1) Prepare a T account for each account the business uses. 

(2) Analyze and record each of the following transactions using the 
appropriate T accounts. Identify each transaction by number. 


Continued e 
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Step-by-Step Instructions: 
Problem 5-6 


1. Select the problem set 
for Outback Guide 
Service (Prob. 5-6). 

2. Rename the company 
and set the system date. 

3. Add new general ledger 
accounts using the Chart 
of Accounts option in 
the Maintain menu. 

4. Print a Chart of Accounts 
using the General 
Ledger option in the 
Reports menu. 

5. Proof your work using 
the Chart of Accounts 
report. 

6. End the session. 


TIP: You can use General 
Ledger Navigation Aid to 
access the Maintain Chart of 
Accounts window. 
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(3) After recording all transactions, compute and record the account 
balance on the normal balance side of each T account. 
(4) Test for the equality of debits and credits. 


1. Juanita Ortega invested $12,000 cash in her business. 
2. Purchased two new whitewater rafts on account for $3,750 
from Peak Equipment Inc. 

3. Billed, but did not collect, $750 for guide services provided to 
Mary Johnson. 

. Repaired a raft at a cost of $123, Check 411. 

. Wrote Check 412 to pay the electric bill of $95. 

. Received $225 for guide service fees. 

. Paid the $225 rent for the month, Check 413. 

. Paid $1,750 toward the rafts bought on account, Check 414. 

. Juanita Ortega withdrew $250 cash for personal use, 
Check 415. 

. Received guide service fees of $250. 














ON Da 






Analyze: How much revenue was earned? 
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Problem 5-7 Analyzing Transactions 


Greg Failla owns Showbiz Video. He uses the following accounts to 


SMART GUIDE 





a Pra RISO record business transactions. 
1. Li li set È General Ledger 
ci AEREA 101 Cash in Bank 205 Accounts Payable— 
2. Rename the company 105 Accounts Receivable— Computer Horizons 
and set the system date. Gabriel Cohen 207 Accounts Payable— 
3. Add a new record for 110 Accounts Receivable— New Media Suppliers 
each of the general James Coletti 301 Greg Failla, Capital 
4. [o dd... iaia 140 Computer Equipment 305 Greg Failla, Withdrawals 
5. Proof your work. 145 Video Tapes 401 Video Rental Revenue 
6. End the session. 405 VCR Rental Revenue 
TIP: Peachtree requires that 505 Equipment Repair Expense 
you group accounts by type: 520 Rent Expense 
asset, liability, equity, 530 Utilities Expense 


income, and expense. 


Instructions For each transaction: 

(1) Prepare a T account for each account listed above. 

(2) Analyze and record each of the following transactions using the 
appropriate T accounts. Identify each transaction by number. 

(3) After recording all transactions, compute a balance for each account. 

(4) Test for the equality of debits and credits. 
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Transactions 





. Greg Failla invested $17,500 cash in Showbiz Video. 
. Purchased computer equipment on account from Computer 
Horizons for $2,400. 
3. Purchased on account videos from New Media Suppliers 
for $375. 
. Paid monthly rent of $750, Check 1183. 
5. Wrote Check 1184 to pay for new videos, $265. 
. Sent a bill for $67 to Gabriel Cohen for a VCR rental. 
. Deposited the receipts from video rentals, $233. 
. Paid the gas and electric bill of $125, Check 1185. 
. Sent Check 1186 for $375 to New Media Suppliers as 
payment on account. 
. Greg Failla withdrew $150 for his personal use, Check 1187. 
. Paid $45 for VCR repair, Check 1188. 
. Deposited VCR rental receipts of $264 in the bank. 





ayer coppice 





CASO 


®. Problem 5-8 Completing the | edo suadliee? 


Accounting Equation 








Step-by-Step Instructions: 








With the addition of temporary capital accounts, the basic accounting Problem 5-8 
equation can be expanded as follows: 1. Select the spreadsheet 
Assets = Liabilities + Owner’s Equity — Withdrawals + Revenue — Expenses Se a for'Problem 
Instructions Using the expanded equation, determine the missing 2. Enter your name and the 
Li i | bei Csethet du: / date in the spaces 
amounts for the accounting equations shown below. Use the form in your provided on the 
working papers. The first equation is completed as an example. template. 
: 3. Complete the 
Owner's spreadsheet using the 
Assets = _ Liabilities + Equity — Withdrawals + Revenue — Expenses instructions in your 
1. $64,400 $8,200 $56,300 $ 500 ~~ $10,000 $9,600 working papers 
’ ~ n” x : ? 4. Print the spreadsheet 
2. $22,150 IZS 18,800 1,200 12,100 ? and proof your work. 
3. 17,500 75 21,650 ? 4,115 3,250 5. Save your work and exit 
th : 
4. 49,450 ? 47,840 1,500 20,300 17,610 AAC 
5. 21,900 1,150 20,005 950 ? 16,570 
6. 72,640 2,790 ? 10,750 67,908 39,749 
7 ? 1,988 41,194 6,196 52,200 -42,597 
8 ? 3,840 61,774 : 40,163 21,637 
(Expenses plus withdrawals equal $27,749.) 
9. 64,070 ? 49,102 4,875 53,166 ? 


(Total owner’s equity after adding revenue and subtracting expenses 
and withdrawals is $50,643.) 


Analyze: Increases in temporary capital accounts result in an increase or a 
decrease in owner’s equity? 
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Recording 
Transactions in 
a General Journal 





Learning Objectives 
When you hav leted th E È 
cs a OE AI ESE 


chapter, you will be able to: 


> Explain the first three steps in the RECORDING FINANCIAL INFORMATION 


accounting cycle. 





Ben Cohen and Jerry Greenfield met in junior high school and 
graduated from Calhoun High School in Merrick, Long Island. After 
high school they decided that they wanted to start a business 
together. They researched products, market demand, and locations. 


» Give and describe several 
examples of source documents. 


pm Explain the purpose of 


| Journalizing. A shared love for all-natural ice cream and a vision for a company 
> Describe the steps to make that improves the quality of community life were the foundations for 
a general journal entry. the beginnings of Ben & Jerry's Ice Cream and Frozen 


Yogurt. They purchased a used old-fashioned rock salt ice cream 


> Make accurate general journal 
maker and took a correspondence course from Penn State about 


entries. 
ice cream making. 


Pe Rolie Chieaie UL eenetal Our! Ben & Jerry’s opened for business in May of 1978 


ace in Burlington, Vermont, in a “roughly” renovated gas station. Ben 
> Define the accounting terms & Jerry's products are now sold around the world. Recording 
introduced in this chapter. financial information about the business keeps several full-time 





accountants busy. 


What do you think? 
= Tor If you were Ben and Jerry, what types of financial information 


O rd? would you record? 
KI od pe 











4 


Tiel 












ee oe 


ees Ben & Jerry's Homemade, Inc. 
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kplace Connecti 
ig Know 
Have you ever kept a daily 
journal of the things that happen 
during your day? The general 
journal of a business ts similar. The daily 
financial happenings are recorded there. Your 
local video store earns revenue by renting 
videos, buys advertising in the newspaper, pays 
its employees, and pays its bills. You'll learn how 
to record business transactions in a journal in 
this chapter. 





O ry 
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"#8 60, 
i SAIL, 
dai 





















Dnvestigate: 

1. In your workplace, why is it important to 
keep accurate records of daily transactions? 

2. List five business transactions that happen 


in your workplace. 


ss 
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[ Key TERMS 


accounting cvcle 


source document 
invoice 

receipt 
memorandum 
check stub 
journal 
journalizing 
calendar vear 


fiscal vear 








The Accounting Cycle 
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The First Step in the Accounting Cycle: 
Collecting and Verifying Source Documents 


Most business transactions take place during the daily operations of a 


business. In the course of one day, a business may pay its rent, place an ad 


in a local newspaper, contract to have a Web site created, pay its employees, 


sell products, and purchase new equipment. When a business transaction 


occurs, a paper is prepared as evidence of that transaction. This paper is a 


source document . The business owner, accountant, or accounting clerk 


(depending on the size of the business) uses source documents generated by 


business transactions to keep the records of the business. The accounting 


cycle starts by collecting and verifying the accuracy of source documents. 


One important activity is to check the arithmetic on each source document. 


There are several types of source documents that can be prepared by 


hand, by computer, or by a machine. The type of source document prepared 


depends on the nature of the transaction. Figure 6-2 describes and illus- 


trates commonly used source documents. 


Lists specific information about a 
business transaction involving the 
buying or selling of an item. The 
invoice contains the date of the 
transaction, along with the quantity, 
description, and cost of each item. 


A record of cash received by a business. 


It indicates the date the payment was 
received, the name of the person or 
business from whom the payment was 
received, and the amount of the 
payment. 


A brief written message that describes 
a transaction that takes place within a 
business. Often used if no other source 
document exists for the business 
transaction. 


The check stub lists the same information that 
appears on a check: the date written, the person 
or business to whom the check was written, and 
the amount of the check. The check stub also 
shows the balance in the checking account 


before and after each check is written. 


Figure 6-2 Source Documents 





KELLY'S OFFICE SUPPLIES INVOICE NO 479 
454 Circle Drive #150 È P > 
Santa Mo a, CA 90405 DATE Dec 1. 20. 
_ ORDER NO. 150 
Roadrunner Delivery Service ]  SHIPPED BY Truck 
IO. 155 Gateway Blvd 
| _ Sacramento, CA 94230 





TERMS Payable in 30 days 


ITEM, UNIT PRICE 


Office Chairs $9900 


Roadrunner Delivery Service RECEIPT 
155 Gateway ot 

Sacramento, (A94230 >” No. 2 

_Nov. 26 _ 20--_ 

RECEIVED FROM_Greer's Market $_ 20000 — 


Two hundred and "°/100 —— DOLLARS 


FOR Deliveries 11/26/20- 





RECEIVED By_Mavia Sanchez ___ 


Roadrunner Delivery Service MEMORANDUM 6 
155 Gateway “ss 
CA 94230 x 





TO Accounting Clerk 

FROM Maria Sanchez 

DATE October 1, 20- 

SUBJECT. Contnibuted personal funds to the business 





| have contributed $25,000 tram my personal savings to be deposited to the 
business, Roadrunner Delivery Service 





s 250.00 _______—— No.110 
Date___November2 og) == 
To Info-Systems = _ 
For ___ fax/modem 








| Cents 





Dollars 


25,000] 00 





alance brought forward 





25,000| 00 
i — 

250| 00 

24,750) 00 


Total 





Less this check 


Balance cared forward 














Cell Addresses 


Spreadsheets are divided 
into: 

* Columns labeled A, B, C, 
and so on. 

* Rows labeled 1, 2, 3, and 
so on. 

The point where a col- 
umn and a row meet is 
called a cell. Each cell has its 
own “address,” identified by 
a letter and a number, such 
as Al. 


_Key Points 


Source Documents 
Source documents 
are evidence of busi- 
ness transactions. 
They are the basis 
tor the information 
recorded in the 
accounting system. 


CONNECT TO... 


AE UE 


Because businesses 
sometimes find it cheaper to 
pollute and pay fines than to 
take measures that protect 
the environment, the govern- 
ment is often forced to offer 
economic incentives. When 
accountants compare these 
benefits to the costs of envi- 
ronmental safeguarding, 
they must also factor in civic 
responsibility and public 
relations. 
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ACCOUNTING 


Flashbacks, 








ARCHAIC 
RECORDKEEPING 


The Sumerians in 
Mesopotamia kept records 
on clay tablets called 
cuneiforms. The shapes 
pressed into the clay 
eventually evolved into 
the Greek and Roman 
alphabets that we use today. 








ACCOUNTING 


Lunch Meetings 


Conducting business 
over a meal is a standard 


practice in the United 
States. However, when 
scheduling such meetings 
in other countries, con- 
sider that culture’s dining 
habits. 





The Second Step in the Accounting Cycle: 
Analyzing Business Transactions 


After collecting and verifying 
source documents, the second step in 
the accounting cycle can begin— 
analyzing information on the source 
documents to determine the debit and 
credit parts of each transaction. 

You have already learned how to 
analyze business transactions using 
the rules of debit and credit. When 
you learned to analyze transactions, 
you were given a description of each 
transaction, such as: Roadrunner 






Delivery Service bought a computer 
system from Info-Systems Inc. for $3,000 and issued Check 
101 in payment. On the job, you won't get a description of the 
transaction. Instead, you must examine a source document to de- 
termine what occurred during a business transaction. 


The Third Step in the Accounting Cycle: 
Recording Business Transactions in a Journal 

The third step in the accounting cycle is to record the debit and credit 
parts of each business transaction in a journal. A journal is a record of all of 
the transactions of a business. Journals are kept in chronological order, that is, 
in the order that the transactions occur. The process ot recording business 
transactions in a journal is called journalizing . Keeping a journal can be com- 
pared to keeping a diary in which all important events are written. A journal 
contains the most important information relating to a business transaction. 
It is the only place where complete details of a transaction, including both 
the debit and credit parts, are recorded. For this reason, the journal is often 


called a record or “book” of original entry. 


The Accounting Period 

As discussed in Chapter 2, accounting records are summarized for a cer- 
tain period of time, called an accounting period. An accounting period may 
be for any designated length of time, such as a month, a quarter, or a year. 
Most businesses use a year as their accounting period. If the accounting 
period for a business begins on January 1 and ends on December 31, it is 


accounting period. A fiscal year 


is an accounting period of twelve months. Many busi- 





called a 






nesses start their accounting periods in months other 
than January. For example, department stores 
often have fiscal years that begin on February | 

and end January 31 of the following year. School 
districts usually have fiscal years that begin on July 1 


and end on June 30. 
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SECTION I Check Your Understanding 


Now that you have studied this section, complete the following questions and problems. 








Thinking Critically 


1. Businesses separate their accounting records into accounting periods. Why is this procedure 





important for keeping meaningful accounting records? 
2. How are source documents used? 





Communicating Accounting 


Write a paragraph describing the content of invoices, check stubs, memorandums, 






and receipts. Explain how to verify and analyze these source documents before an entry 
in the journal is made. 





Problem 6-1 Analyzing a Source Document 


Instructions Analyze the invoice shown below and answer the following questions. 














JAYMAX OFFICE SUPPLY INVOICE NO. 479 
554 Town Square ann 
Fort Myers, FL 33902 DATE: Apr. 9, 20-- 
/ ORDER NO.: 
| Dario's Accounting Services i SHIPPED BY: Truck 
TO 5821 Gulf Blvd. TERMS: Payable in 30 days 
| Naples, FL 33940 ; 
QTY. | ITEM | UNIT PRICE] TOTAL 
1 Fax Machine $ 299.00 $ 299.00 
- \ 
. What is the name of the company providing the service? \ \ 


. What is the name of the business receiving the service? 
. What is the date of the invoice? 

. What is the invoice number? 

. What item was sold? 

. What is the price for this item? 

. What are the payment terms? 


WIN — 





ND 
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Î 
What You'll Learn 





journal. 

e The parts and labeling of 
a general journal. 

| e How information is 

| entered in a general 





journal. 
* Howto correct errors in 
a general journal. 


| The general journal is a 
permanent record of the 
financial transactions of a 
{ll business. 


| (REY IIS 


Ill general journal 


| 
| Why It’s Important 
| 
| 





e The purpose of a general 





















Using Accounting 
Journals and 
Stationery 

When using journals or 
other accounting stationery: 

* Do not use dollar signs. 
A sloppy dollar sign 
might be mistaken for 
a number, causing an 
error in your records. 

* The vertical lines in the 
amount columns take 
the place of commas 

and decimals. 
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Recording Transactions in 
the General Journal 







In Section 1, you learned about the first three steps in the account- 
ing cycle. Let's apply these steps to business transactions for Roadrunner 
Delivery Service. 


Recording a General Journal Entry 


Many kinds of accounting journals 
are used in business. One of the most 
common is the general journal. As its 
name suggests, the general journal is 
an all purpose journal in which all the 
transactions of a business may be 
recorded. Figure 6-3 shows the general 
journal you will be using throughout the 
accounting cycle for Roadrunner Deliv- 
ery Service. The general journal has two 





amount columns. The first amount col- 
umn, the amount column on the lett, is used to record debit amounts. 
(Remember that debit means left.) The second amount column, the 
amount column on the right, is used to record credit amounts. 
(Remember that credit means right.) Look at Figure 6-3 to find where 
each component of a general journal entry appears. 


| Date of the transaction 


2 Name of the account debited 3 Amount of the debit 


GENERAL JOURNAL PAGE 
DATE DESCRIPTION ‘ae DEBIT CREDIT 
+ Year |_| || 1 
2 Month Day Debited Account Name 11000)00 | | 2 
3 Credited Account Name |_| 1 0,00 00|| 3 
4 Explanation | {| 4 
5 [| 5 


6 Source document reference 
or an explanation 


4 Name of the account credited 5 Amount of the credit 


Figure 6-3 General Journal for Roadrunner Delivery Service 


In Chapters 4 and 5, you learned a step-by-step method for analyz- 
ing business transactions. In this chapter, you will learn to complete the 
journal entry for a business transaction in the same manner. Review the 


following steps before you continue. 


Chapter 6 Recording Transactions in a General Journal 





BUSINESS TRANSACTION ANALYSIS: Steps to Success 


lc cl zem——r_r_unnnl 
| 


ANALYSIS Identify 1. Identify the accounts affected. | 
Classify 2. Classify the accounts affected. 
+/- 3. Determine the amount of increase or decrease for each account 
affected. 


iscsi seen 


DEBIT-CREDIT RULE 4. Which account ts debited? For what amount? 
5. Which account Is credited? For what amount? 


SS ss 


T ACCOUNTS 6. What is the complete entry in T-account form? 
JOURNAL ENTRY 7. What is the complete entry in general journal form? 











Use these steps to determine the debit and credit parts of each journal 
entry. Remember, it is always helpful to use T accounts to analyze transac- 
tions. After analyzing many transactions, you will find that you need these 
tools less and less to determine the debit and credit parts of a journal entry. 

Now, let’s examine business transactions and their analysis for Road- 
runner Delivery Service. 

Roadrunner Delivery Service MEMORANDUM 1 
Lo 


155 Gateway Blvd 
Sacramento, CA 94230 









Business Transaction 1 


TO: Accounting Clerk 
FROM: Maria Sanchez 
DATE: October 1, 20-- 


On October 1 Maria Sanchez took $25,000 from SUBJECT: Contributed personal funds to the business 
personal savings and deposited that amount to open a I have eontributed $25:000 from my personal savings fora deposit to the 
business checking account in the name of Roadrunner Se tne ee Re ee 


Delivery Service, Memorandum 1. 


E aah RR I SP SE RAE OG NE TTT ET IS Leia EN ST A ie 
ANALYSIS Identify 1. The accounts Cash 


in Bank and 
Maria Sanchez, Capital are affected. 


Classify 2. Cash in Bank is an asset account. Maria Sanchez, Capital is an owner's 
capital account. 
+/- 3. Cash in Bank is increased by $25,000. Maria Sanchez, Capital is 


increased by $25,000. 


1+1.—1r.——————_——21—66yzt_t_8t86ct6—__— 


DEBIT-CREDIT RULE 4. Increases in asset accounts are recorded as debits. Debit Cash in Bank 
for $25,000. 

5. Increases in the owner's capital account are recorded as credits. Credit 
Maria Sanchez, Capital for $25,000. 
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- 


T ACCOUNTS 6. Cash in Bank Maria Sanchez, Capital 
Debit Credit Debit Credit 
+ _ _ + 
25,000 25,000 











JOURNAL ENTRY È GENERAL JOURNAL PAGE 


DATE DESCRIPTION ee DEBIT CREDIT 


1 20-- 
2 Oct. © 1 Cash in Bank 
Maria Sanchez, Capital 
Memorandum 1 











Look again at the general journal entry shown above. Notice that in 
the upper right-hand corner there is a line for the page number. Journal 
pages are numbered in consecutive order; that is, 1, 2, 3, and so on. 
When you fill one page with journal entries, go on to the next page. 

Be sure to properly number each new page. 


Roadrunner Delivery Service »_ MEMORANDUM 2 
155 Gateway a 


Pi N n Sacramento, CA 94230 = 
Business Transaction 2 
TO Accounting Clerk 


‘ + € FROM Maria Sanchez 
On October 2 Maria Sanchez took two telephones Sane. Soda 
valued at $200 each from her home and transferred SUBJECT: Contributed personal phones 
them to the business as office equipment, | have contributed two telephones from my home to the business. The 


i 3 phones are valued at $200 each. Total contribution = $400. 
Memorandum 2. 


dI o ETNIE SO SERRE ETERNI I SODA ORO IE | 
ANALYSIS Identify 1. The accounts 
Office 
Equipment and 
Maria Sanchez, Capital are affected. 


Classify 2. Office Equipment is an asset account. Maria Sanchez, Capital is an 
owner's capital account. 
+/- 3. Office Equipment is increased by $400. Maria Sanchez, Capital is 


increased by $400. 


DEBIT-CREDIT RULE 4. Increases in asset accounts are recorded as debits. Debit Office 
Equipment for $400. 
5. Increases in owner's capital accounts are recorded as credits. Credit 
Maria Sanchez, Capital for $400. 


aE 
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T ACCOUNTS 6. Office Equipment Maria Sanchez, Capital 
Debit | Credit Debit | Credit 

+ | i 
400 | 400 


————€——————=———————————121_———_.É_ U0OqROROOL O ."-ww11n—n—n11111_— 


























JOURNAL ENTRY 7. 
GENERAL JOURNAL page 1 
DATE DESCRIPTION ai DEBIT CREDIT 
5 Oct. 2 Office Equipment 40000 5 
6 Maria Sanchez, Capital 40000. 6 
Memorandum 2 7 
8 
3 ___ 3,000.00 No. 101 
Date October 4 20 
To Info-Systems Inc. 
For computer © a, 
Dollars Cents 
On October 4 Roadrunner issued Check 101 for $3,000 to buy a Bilsnds hina enwata 25,000 | 00 
computer system. ee I 
BILATERALI REIT I E SENI EAT DE n 
ANALYSIS Identify 1. The accounts Computer Total 25,000) 00 
Equipment and Cash in Bank Less this check 3,000) 00 
n are affected. 7 Balance carried forward 22,000. 00 
Classify 2. Computer Equipment and 
Cash in Bank are asset 
accounts. 
+/- 3. Computer Equipment is increased by $3,000. Cash in Bank is 


decreased by $3,000. 


(es esse 


DEBIT-CREDIT RULE 4. Increases in asset accounts are recorded as debits. Debit Computer 





Equipment for $3,000. 
5. Decreases in asset accounts are recorded as credits. Credit Cash in Bank 
for $3,000. 
T ACCOUNTS 6. Computer Equipment Cash in Bank 
Debit Credit Debit Credit 
+ - ~ - 


3,000 | 3,000 
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| JOURNAL ENTRY 1 





| 

| ; GENERAL JOURNAL PAGE i 

| DATE DESCRIPTION E DEBIT CREDIT 
8 Oct. 4 Computer Equipment 3 000.00 | | 8 
9 Cash in Bank 300000. 9 
10 Check 101 | 10 
11 11 











As you analyze a number of transactions, the rules ot debit and credit will 
become clearer to you. Remember when you first learned to play a sport 
such as basketball? In the beginning you had to concentrate as you learned 
to dribble, shoot, and pass the ball. As you practiced, your skills improved. 
Learning to analyze business transactions is the same as learning anything 
else: The more you do it, the easier it gets. 

Let's look at the remaining transactions for Roadrunner for the month 
of October. 





North Shore Auto CEN 200 
7 A 440 Lake Drive DATE: Oct. 9, 20-- 
y pane Sacramento, CA 94230 ORDER NO. 99674 
‘ 7 | Roadrunner Delivery Service SHIPPED BY: n/a 
ai tai TO 155 Gateway Blvd. TERMS: Installment 
| Sacramento, CA 94230 DE 





ITEM UNIT PRICE 


Pickup Truck Used $ 12,000.00 | $ 12,000.00 


n H ies, 
Business Transaction 4 
On October 9 Roadrunner bought a used truck 


on account from North Shore Auto for $12,000, 
Invoice 200. 





ANALYSIS Identify 1. The accounts Delivery Equipment and Accounts Payable—North 
Shore Auto are affected. 
Classify 2. Delivery Equipment is an asset account. Accounts Payable—North 
Shore Auto is a liability account. 
+/- 3. Delivery Equipment is increased by $12,000. Accounts Payable—North 


Shore Auto is increased by $12,000. 


DEBIT-CREDIT RULE 4. Increases in asset accounts are recorded as debits. Debit Delivery 
Equipment for $12,000. 
5. Increases in liability accounts are recorded as credits. Credit Accounts 
Payable—North Shore Auto for $12,000. 








T ACCOUNTS 6. Accounts Payable— 
Delivery Equipment North Shore Auto 
Debit Credit Debit Credit 
- - - + 
12,000 12,000 
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J 








To separate the amounts to be paid 


Did You Know? 
Teen Spending 
Teens shop an 


to individual creditors, Roadrunner uses 
a different account name for each 
creditor. The account name consists of 


average of twelve 
times a month and spend 
just over $30 each trip. 


Accounts Payable followed by the 
name of the creditor. You may have to 
abbreviate the name to fit it on one line 
of the journal. An acceptable abbrevia- 





tion in the preceding journal entry is 
Accts. Pay.—North Shore Auto. 


Roadrunner Delivery Service » MEMORANDUM 3 
155 Gateway i 
Sacramento, CA 94230 


Business Transaction 5. 





- TO Accounting Clerk 
On October 11 Roadrunner sold one telephone on FROM: —Maria Sanchez 
DATE October 11, 20-- 


iccount to Green Company for $200, Memorandum 3. 
acc srec pany for $200, Memorandi bd LL 


ANALYSIS Identify 1. The accounts 
Accounts 
Receivable— 
Green Company 
and Office Equip- 
ment are affected. 

Classify 2. Accounts Receivable—Green Company is an asset account. Office 
Equipment is also an asset account. 
+/- 3. Accounts Receivable—Green Company is increased by $200. Office 

Equipment is decreased by $200. 


Sold one telephone on account to Green Company for $200 





DEBIT-CREDIT RULE 4. Increases in asset accounts are recorded as debits. Debit Accounts 
Receivable—Green Company for $200. 
5. Decreases in asset accounts are recorded as credits. Credit Office 
Equipment for $200. 


T ACCOUNTS 6. Accounts Receivable— 
Green Company Office Equipment 
cE eR Sorina ea eee 
| 
Debit | Credit Debit | Credit 
+ | 7 + | — 
200 | | 200 


| | 
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GENERAL JOURNAL PAGE ] 
. POST 3 
DATE DESCRIPTION REF DEBIT CREDIT 
| 
11 Oct. 9 Delivery Equipment 12 00000 | 11] 
12 Accts. Pay.—North Shore Auto 1200000 12 
13 Invoice 200 | 13 
14 | 14 


———————————— 7 4148zà— 


1—————210©0l1012x—21-1—l1 








| 
| 









































= i 





JOURNAL ENTRY 7. 
GENERAL JOURNAL pace | 
| DATE DESCRIPTION Doe DEBIT CREDIT 
14 Oct. 11 Accts. Rec.—Green Company 0000 14 
15 Office Equipment 0000 15 
16 Memorandum 3 16 | 
17 17 

















lo separate the amounts to be received from individual customers, Road- 


runner uses a different account name for each customer. The account 





name consists of Accounts Receivable followed by the customer's 





name. You may have to abbreviate the name to fit it on one line 
of the journal. An acceptable abbrevia- 
tion in the preceding journal entry is 


Accts. Rec.—Green Co. 











s ___ 350.00 da No. 102 
pate __October 12 px0- 
To North Shore Auto ; 
———_- fo installment on truck _ _ 85 
Business Transaction 6 
Dollars Cents 
On October 12 Roadrunner mailed Check 102 for $350 as the first Balance brought forward | 22,000 00 _ 
installment payment on the truck purchased from North Shore Auto on Add deposits — cult _ 
October 9. 
I i 22,000 00° “sal 
ANALYSIS Identify 1. The accounts Accounts SRO PA) 
Payable—North Shore Auto Balance carried forward | 21,650 00 
and Cash in Bank are affected. 
Classify 2. Accounts Payable—North Shore Auto is a liability account. Cash in 
Bank is an asset account. 
+/- 3. Accounts Payable—North Shore Auto is decreased by $350. Cash in 


Bank is decreased by $350. 


1r.———_—--_________m 


| DEBIT-CREDIT RULE 4. Decreases in liability accounts are recorded as debits. Debit Accounts 
Payable—North Shore Auto for $350. 
5. Decreases in asset accounts are recorded as credits. Credit Cash in 





| Bank for $350. 
I ACCOUNTS 6. Accounts Payable— 
North Shore Auto Cash in Bank 
= ana Sa 
Debit Credit Debit Credit 
350 350 
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JOURNAL ENTRY da 































GENERAL JOURNAL PAGE ! 
DATE DESCRIPTION "ner DEBIT CREDIT 
17 Oct. 12 Accts. Pay.—North Shore Auto 350\00 17 | 
18 Cash in Bank 35000 18 | 
19 Check 102 19 | 
20 20 | 
: | 
Roadrunner Delivery Service  w. RECEIPT 
155 Gateway ao No. 1 
Sacramento, CA 94230 
DI DÌ Oct. 14 20 -- i ‘| 
Business Transaction 7 
RECEIVED FROM Green Company $200.00 
= È “ no I ITTEéITPr 
On October 14 Roadrunner received and deposited —RT*ehundred and ivo = DOLLARS 
_ i 7 ; . Telephone 
a check for $200 from Green Company. The check is FoR_-eeplono ______ — 


( 2 RECEIVED BY_ Marta Sanchez 
full payment for the telephone sold on account to Green n 


on October 11, Receipt 1. 


LS TES a IR n eni enni EER TY 


ANALYSIS Identify 1. The accounts Cash in Bank and Accounts Receivable—Green 
Company are affected. 
Classify 2. Cash in Bank is an asset account. Accounts Receivable—Green 
Company is an asset account. 
+/- 3. Cash in Bank is increased by $200. Accounts Receivable—Green 


Company is decreased by $200. 


—————————__T_ T_".-P q|-. 


DEBIT-CREDIT RULE 4. Increases in asset accounts are recorded as debits. Debit Cash in Bank 
for $200. 
5. Decreases in asset accounts are recorded as credits. Credit Accounts 
Receivable—Green Company for $200. 


A 


T ACCOUNTS 


6. Accounts Receivable— 





Cash in Bank Green Company 
Debit Credit Debit Credit 
+ = + i 
200 200 





GENERAL JOURNAL 


DATE DESCRIPTION pi DEBIT CREDIT 


PAGE 10° 





20 Oct. 14 Cash in Bank 
Accts. Rec.—Green Company 


Receipt 1 
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~ Roadrunner Delivery Service RECEIPT | | 
LI n LL] _ 
Business Transaction 8 15 Grow iva =? — 
i Sacramento, CA 94230 ‘ No. 2 











On October 15 Roadrunner provided delivery Oct. 15 _20-_ 
services for the Sims Corporation. A check for $1,200 RECEIVED FROM _Sims Corporation =a 
was received in full payment, Receipt 2. ee 
FOR _ Delivery services ; oe 
i RECEIVED BY Maria Sanchez | 

ANALYSIS Identify 1. The accounts 
Cash in Bank and 
Delivery Revenue 
are affected. 

Classify 2. Cashin Bankis an asset account. Delivery Revenue is a revenue account. 
+/- 3. Cash in Bank is increased by $1,200. Delivery Revenue is increased 

by $1,200. 


DEBIT-CREDIT RULE 4. Increases in asset accounts are recorded as debits. Debit Cash in Bank 





for $1,200. 
5. Increases in revenue accounts are recorded as credits. Credit Delivery 
Revenue for $1,200. 
T ACCOUNTS 6. ; Cash in Bank __ Delivery Revenue 
Debit Credit Debit Credit 
È - - + 
1,200 1,200 











JOURNAL ENTRY 7. 
GENERAL JOURNAL paGeE J 
DATE DESCRIPTION pei DEBIT CREDIT 


23 Oct. 15 Cash in Bank 





24 Delivery Revenue 
25 Receipt 2 
26 














i , 4, Octobert6 ge 
Business Transaction 9 to Tooley & Co. Management 


For ___fent_ 


$ 700.00 CN. 103 © 






On October 16 Roadrunner mailed Check 103 for $700 to pay the 
month ’s rent. 







Balance brought forward 
PERETOLA e a Zi ES aa 7 





Add deposits 10/14 





ANALYSIS Identify 1. The accounts Rent Expense and a ina 
Cash in Bank are affected. css 
Classify 2. Rent Expense is an expense liti a 
account. Cash in Bank is an asset tessthischeok = | 700/00 
account. Balance carried forward 22,350 | 00 
Al 3. Rent Expense is increased by — ss 


$700. Cash in Bank is decreased by $700. 
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DEBIT-CREDIT RULE 4. Increases in expense accounts are recorded as debits. Debit Rent 
Expense for $700. 
5. Decreases in asset accounts are recorded as credits. Credit Cash in 
Bank for $700. 
T ACCOUNTS 6. Rent Expense Cash in Bank 
Debit Credit Debit Credit 
+ + | 
700 | 700 
JOURNAL ENTRY 7. 
GENERAL JOURNAL PAGE I 
DATE DESCRIPTION pre DEBIT CREDIT | 
26 Oct. 16 Rent Expense 70000 26 
27 Cash in Bank 70000 27 
28 Check 103 28 
29 29 
C INVOICE NO. 129 
ii On Beacon Advertising 
<= 10200 Prairie Parkway DATE: Oct. 18, 20-- 
2 » Advertising Sacramento, CA 94206 ORDER NO: 699 
B u s i LL e Ss A Tr a n $ | Cc t I o n 1 i] Roadrunner Delivery Service ca BRIEPED BY n/a 
TO 155 Gateway Blvd. TERMS: Payable in 30 days 
Sacramento, CA 94230 





On October 18 Beacon Advertising prepared an 
advertisement for Roadrunner. Roadrunner will pay 
Beacon’s $75 fee later, Invoice 129. 





ITEM UNIT PRICE 


Print Ad 





$ 75.00 


LER TD TT eG LEA ONE GT, a 
ANALYSIS Identify 1. The accounts 
Advertising 
Expense and Accounts Payable—Beacon Advertising are affected. 
Classify 2. Advertising Expense is an expense account. Accounts Payable— 
Beacon Advertising is a liability account. 
+= 3. Advertising Expense is increased by $75. Accounts Payable—Beacon 


Advertising is increased by $75. 


A / SI 


DEBIT-CREDIT RULE 4. Increases in expense accounts are recorded as debits. Debit Advertising 
Expense for $75. 
5. Increases in liability accounts are recorded as credits. Credit Accounts 
Payable—Beacon Advertising for $75. 


EN Oc 





T ACCOUNTS 6. Accounts Payable— 
Advertising Expense . Beacon Advertising 
Debit Credit Debit Credit 
+ = = + 
75 75 
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JOURNAL ENTRY 
GENERAL JOURNAL PAGE__1° 
DESCRIPTION Root DEBIT CREDIT 
Rem 29 Oct. 18 Advertising Expense 7500 1G 29 
” Accts. Pay.—Beacon Adv. 7500 30 
a Invoice 129 | 31 
a 32 
agri 
i Roadrunner Delivery Service po SALES INVOICE NO. 1 
155 Gateway i DATE: Oct. 20, 20-- 


. n Sacramento, CA 94230 : | ORDERNO: 300 
Business Transaction 11 O ua 
TO 10900 Main St TERMS: Payable in 30 days 


Sacramento, CA 94230 











On October 20 Roadrunner provided delivery SPREE 


$ 1,450.00 


QTY. ITEM 
services for a customer, City News. Roadrunner billed 1 Delivery Services 


City News $1,450, Sales Invoice 1. 






$ 1,450.00 





ES ey er ene a ES ULES Nn Le Pes 5 oe Renee pT = 
ANALYSIS Identify 1. The accounts 
Accounts 


Receivable—City 
News and Delivery Revenue are affected. 


Classify 2. Accounts Receivable—City News is an asset account. Delivery 
Revenue is a revenue account. 
+/- 3. Accounts Receivable—City News is increased by $1,450. Delivery 


Revenue is increased by $1,450. 


INNS. SIA 


DEBIT-CREDIT RULE 4. Increases in asset accounts are recorded as debits. Debit Accounts 
Receivable—City News for $1,450. 
5. Increases in revenue accounts are recorded as credits. Credit Delivery 





Revenue for $1,450. 
T ACCOUNTS 6. Accounts Receivable—City News. _ Delivery Revenue 
Debit Credit Debit Credit 
+ = - + 


1,450 1,450 




















JOURNAL ENTRY 7. 
GENERAL JOURNAL PAGE 1 

DATE DESCRIPTION ee DEBIT CREDIT | 
32 Oct. 20 Accts. Rec.—City News 145000 | | 32 
33 Delivery Revenue 1|450|00 33 
34 Sales Invoice 1 | || 34 
35 | | 35 
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Business Transaction 12 








6 125.00 No. 104 
On October 28 Roadrunner paid a $125 telephone bill with Date October 28 20 = 
heck 10 To Pacific Bell Telephone 
Cheek 104. For telephone bill 
Doll "ui c I | 
ollars Cents 
ANALYSIS Identify 1. ba i (a ici 22 350 00 
and Cash in Bank are affected. | 
Classify 2. Utilities Expense is an expense —— 
account. Cash in Bank is an asset | 
account. Total 22,350 00 
+/- 3. Utilities Expense is increased DI ispiri 125 00 
Ù n" in Bank is decreased Balance carried forward 22,225 00 
y i 


———————____-££===_—«ò E: :<@ 


DEBIT-CREDIT RULE 4. Increases in expense accounts are recorded as debits. Debit Utilities 





Expense for $125. 
5. Decreases in asset accounts are recorded as credits. Credit Cash in 
Bank for $125. 
T ACCOUNTS 6. Utilities Expense Cash in Bank 
Debit Credit Debit Credit 
È _ a - 


125 | 125 


<n ll 





JOURNAL ENTRY 7. 
GENERAL JOURNAL PAGE 
DATE DESCRIPTION POST DEBIT CREDIT 


35 Oct. 28 Utilities Expense 35 
Cash in Bank | 12500 36 
Check 104 37 














* se gs 600.00 No. 105. — 
Business Transaction 13 Date __ October 29 20° 
To Rainbow Painting 





On October 29 Roadrunner wrote Check 105 for $600 to have the For ___ Office painted 
Office repainted. 



































Dollars | Cents 

e ii e De E e e pu sr RS INTO RE DL Balance brought forward 22,225 | 00 ati 
ANALYSIS identify 1. The accounts, Maintenance Add deposits 

Expense and Cash in Bank, are x 

ANGASA, Total 22 205] 00 

° . . t 5 
Classify 2. Maintenance Expense is an peliiienzion ni | 
expense account. Cashin Bank = —_“essthischeck 600; 00 
is an asset account. Balance carried forward 21,625) 00 
+/- 3. Maintenance Expense is 
increased by $600. Cash in Bank is decreased by $600. 
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ttt tte IIAMd |, b,VrptttTtT TN MS ie 
| IRAE TERA a ARM 13188 ARIA RELATION LI RARO 




























| 
| - 
| DEBIT-CREDIT RULE 4. Increases in expense accounts are recorded as debits. Debit 
Maintenance Expense for $600. 
5. Decreasesin asset accounts are recorded as credits. Credit Cash in 
| Bank for $600. 
| e n 
I ACCOUNTS 6. oo Maintenance Expense Cash in Bank 
Debit Credit Debit Credit 
+ | = + — 
600 | 600 
JOURNAL ENTRY 7. 
GENERAL JOURNAL PAGE 1 
DATE DESCRIPTION ae DEBIT CREDIT 
= Fer 38 Oct. 29 Maintenance Expense 600.00 | 38 
Su, LL ( oe Cash in Bank 600.00 39 
| 4 Y Check 105 |_| 40 
41 
5 
$ 500.00 NO. 106 
Ne 4 pate October 31 po 





2 Î 7 ro Maria Sanchez _—_—_—— 
Business Transaction 14 cor Withdrawal ce 


Dollars 





On October 31 Maria Sanchez wrote Check 106 to withdraw $500 














cash for personal use. Balance brought forward | 21,625 00 
Add deposits | 
O _ i 
ANALYSIS Identify 1. The accounts Maria Sanchez, aa 
| Withdrawals and Cashin Bank! SI 
| are affected. Less this check 500| 00 
| Classify 2. Maria Sanchez, Withdrawals is pinco carried forward 21,125, 00. 


ill an owner's withdrawals account. 

| Cash in Bank is an asset account. 
ill +f = 3. Maria Sanchez, Withdrawals is increased by $500. Cash in Bank is 
| decreased by $500. 


DEBIT-CREDIT RULE 4. Increases in the owner's withdrawals account are recorded as debits. 


Debit Maria Sanchez, Withdrawals for $500. 
5. Decreases in asset accounts are recorded as credits. Credit Cash in 








Bank for $500. 
T ACCOUNTS 6. Maria Sanchez, Withdrawals __ _ Cash in Bank 7 
Debit | Credit Debit Credit 
+ = + = 
500 500 
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GENERAL JOURNAL PAGE ! | 
DATE DESCRIPTION eo DEBIT CREDIT | | 
Î | | 
41 Oct. 31 Maria Sanchez, Withdrawals 50000 | 41 
42 Cash in Bank 5 0000 42 
43 Check 106 | 43 
44 | 44 
Correcting Errors in General Journal Entries Gatiexal Journal Entries 
Occasionally, errors occur when journalizing transactions. When an error e Every transaction 


is discovered, it must be corrected. 

In a manual system, an error should never be erased. An erasure looks sus- 
picious. It might be seen as an attempt to cover up a mistake or, worse, to 
change the accounting records illegally. To correct errors, use a pen and a 
ruler to draw a horizontal line through the entire incorrect item and write 
the correct information above the crossed-out error. A correction for an 
erroneous amount is shown in the general journal as follows: 





GENERAL JOURNAL PAGE Di 
DATE DESCRIPTION ee DEBIT CREDIT 
1|| 20-- i | | | 1 
LS 25 000.00 
2|| Oct. | 1 | Cash in Bank $2-0-0-0-06- | | 2 
i aif i 25.000. 00 
3 Maria Sanchez, Capital | 24 J 3 
4 Memorandum 1 | | | | 4 
HA HH e 
| 


To correct an error for an erroneous account name, cross out the incor- 
rect information and write the correct names above. 


A MATTER OF ETHICS 





requires a debit and 
a credit entry. 
Debits are recorded 
before credits. 
Source document 
references are 
entered ona 
separate line. 





Gossip in the Workplace Ethical Decision Making: 


@ What are the ethical 


Ss 
= 
e 


Let's say that you are an accounting clerk for a 
large insurance company like Farmers Insurance. 
Your boss introduces you to the newest hire, and 
you recognize her as a former classmate from high 
school named Sally. You remember that Sally had 
been suspended from school for a series of locker the parties? 
thefts. During lunch, you consider telling other 
co-workers about Sally’s history. You also wonder 
if your boss knows. 


Who are the affected 


4 


What would you do? 





issues? 


What are the alternatives? 


parties? 


How do the alternatives affect 
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SECTION 2 Check Your Understanding 





Now that you have studied this section, complete the following questions and problems. 





" ry ° . sa | Ù e 

| Thinking Critically 
1. What accounts would you use to record the purchase of a newspaper ad for cash? 
2. What accounts would you use to record the sale of business services on account? 











Computing in the Business World 


The accounting clerk for Conover Restaurant Suppliers is preparing an invoice to send to 
Glen’s Catering for the following supplies: 





e 6 cartons of napkins at $4.88 per carton ¢ 3 boxes of salt packets at $3.19 per box 
e 3 boxes of paper cups at $7.28 per box * +4 boxes of medium paper cups at $8.24 per box 


Calculate the total for each item on the invoice. Then calculate the total for all items. 





Problem 6-2 Recording Business Transactions 


Instructions Shown below are the six steps for recording a business transaction in the gen- 
eral journal. In your working papers or on a blank sheet of paper, indicate the proper order 
of these steps. 











A. Amount of the credit. Step #1. 
B. Name of the account credited. Step #2. 
C. Source document reference. Step #3. 
D. Date of the transaction. Step #4. 
E. Amount of the debit. Step #5. 
F. Name of the account debited. Step #6. 


Problem 6-3 Analyzing Transactions 


Glenda Hohn recently started a day care center. She uses the 





following accounts to record business transactions. 






General Ledger 


Cash in Bank Glenda Hohn, Capital 
Accts. Rec.—Tiny Tots Nursery | Glenda Hohn, Withdrawals 
Office Furniture Day Care Fees 

Passenger Van Utilities Expense 


Accts. Pay.—Acme Bus Service Van Expense 


Instructions In your working papers or on a separate sheet of paper, for each transaction: 
Determine which accounts are affected. Classify each account. Determine whether the 
accounts are being increased or decreased. Indicate which account is debited and which 
account is credited. 

Transactions: 

1. Bought a passenger van for cash. 

2. Paid the telephone bill for the month. 

3 


Received cash from customers for day care services. 
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CHAPTER 6 SUMMARY 










Analyze each Journalize 


transaction each transaction 
Collect and verify Postt 


source documents È the ledge 


Zad Bon, 4 


Accounting records are maintained in separate 





time periods called accounting periods. 






es 
2. The activities involved in maintaining the ac- 
counting records make up the accounting cycle. | TÀ ome oe 6 


3. The Accounting Cycle—Steps 1-3 is pictured to 








the right. WH I IL >. 
Prepare a L __Jl N Ra. 
post-closing LI work sheet 
trial balance 





Prepare a 
tnal balance 






Journalize and post 7 
closing entries Prepare financial 
statements 






4. Journalizing a Business Transaction: 








GENERAL JOURNAL PAGE 


DATE DESCRIPTION TI DEBIT CREDIT 









1 (1) Date (2) Account to Debit (3) Debit Amt. 1 
2 (4) Account to Credit (5) Credit Amt. 2 
3 (6) Source Document Ref. 3 







5. Correcting a Journal Entry with an Incorrect Amount (Manual System). Phillip Reyna invested 
$36,000 in his business on May 15, Memorandum 2. The amount of the transaction was recorded 






incorrectly. The original entry and the correction follows. 








GENERAL JOURNAL PAGE ! 


DATE DESCRIPTION eee DEBIT CREDIT 












1 20-- 1 
2 May 15 Cash in Bank 58-006 2 
3 Phillip Reyna, Capital 6-9 0-06 3 
4 Memorandum 2 4 
5 


6. Correcting a Journal Entry with an Incorrect Account Name (Manual System). 






GENERAL JOURNAL PAGE I 









DATE DESCRIPTION ee DEBIT CREDIT 







1 20-- 1 
2 May 15 iii. 36.000 00 2 
3 Phillip Reyna, Capital 36.000\00 3 
4 Memorandum 2 4 
5 
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Assume you are an accountant who keeps financial 
records for small businesses. Write a one-page newsletter 






that you might send to potential clients describing the 






importance of accounting records. Use each of the terms 






below in your report. 











accounting cycle journal 

calendar year journalizing 
check stub memorandum 
fiscal year receipt 

general journal source document 





invoice 






Understanding Accounting 
Concepts and Procedures 












Instructions 





On a separate sheet of paper, answer the following questions: 

What is meant by the term “fiscal year”? 

List the nine steps of the accounting cycle. 

What is the purpose of a source document? 

List four source documents and explain when each is used. 

. Why is a journal sometimes called the book of original entry? 

. Why is it important for businesses to keep accurate financial records? 


. How are the two amount columns of the general journal used to record dollar amounts? 


ec N AAR WN 





. What six types of information are included in each general journal entry? 





\O 


List the seven steps used to analyze a business transaction. 





— 
n 
~~ 





. What procedure is used for correcting an error in a journal entry in a manual system? 
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Case Study... 


Waa SUA 


e 
Service Business: Exercise and Fitness intevy NET 

Elena Rodriguez started a business offering an exer- 
cise facility and personal physical training. Elena has The Big Five 
hired you as a financial consultant to help her set up her Most of the major public 
accounting system. She has rented a space for her accounting firms can be found on 

F : È the Internet. Their Web sites offer 
business, purchased several exercise machines, and hp | So do 

. Dl : information on services, locations, 

hired a part-time exercise instructor. Elena’s clients can and employment. 
either pay a fee for each visit or purchase a membership. Da This: 


Thinking Critically: 
1. Write a plan for Elena Rodriguez explaining the . At the Web site, search for 
types of financial information she needs to record. information on employment 


Describe the source documents that might be a 
part of her business. For example, should Elena 


1. Locate the Web site for one of 
the Big Five accounting firms. 


opportunities. 
3. Name two accounting oppor- 
tunities found there. What skills 


send invoices to her non-membership clients or are required for the available 
ask them to pay at each visit? Describe why it is positions? 


important for Elena to record both the cost of 
doing business and the income from the business. 
2. Suggest a chart of accounts for Elena’s business. 


Conducting an Audit with Alex BAIS Ecany <tc 









Instructions In the following transactions, help 
Alex find any errors in the general journal entries 
presented. 


(1) Compare the transactions given below with 
the entries recorded in the general journal. 
(2) If any part of the transaction has been 


Creative Thinking 

Congratulations! You’ve been chosen as the 
local Business Owner of the Year! Write a one- 
page press release describing your business and 
why you've been successful. Be sure to include a 
brief description of your business, the skills you 
use in running a successful business, and how you 





recorded incorrectly, make the necessary 
corrections to the journal entries on a 
separate sheet of paper. 














GENERAL JOURNAL pace 

Transaction . i DATE DESCRIPTION tool DEBIT CREDIT 
Oct. 2. Bought $2,000 in office athe 
equipment, Check 601. 2| Oct. 2 Store Equipment 200000 2 
4 Received $50 from a 3 Cash in Bank 200000 3 
charge customer, Jack 4 Check 601 ; 
Lane, to apply to his 5 4 Cash in Bank DÌ 0000 5 
Ta R . 120 6 Accts. Rec.—Jack Lane | 50000. 6 
account, Receipt 120. i Receipt 102 3 
8 | 8 
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plan to continue being successful in the future. 
















































Pali LIE 


General Journal Entries 
Making the Transition from a Manual to a Computerized System 


Recording general e Analyze the source document to 
journal entries determine which accounts are 
affected. 
Using a general journal form, enter 
the details of the transaction. 
Check for equality of debits and 
credits. 


A 


Peachtree Question Description 


How do I enter general 
journal entries in 
Peachtree? 


. Enter the debit amount. TAB. 


. Enter the credit amount. TAB. 


OMAN A Di la WIN 


next chapter.) 


In a Computerized System 


Analyze the source document to de- 
termine which accounts are affected. 
Enter the general journal using the 
account numbers for each ledger 
account. 

The software will calculate the 
equality of debits and credits. 


Entering Transactions in PEACHTREE 


. From the Tasks menu, select General Journal Entry. 
. Enter the date of the transaction in the Date box. 

. Enter the source document reference. TAB 

. Enter the account number to be debited. TAB. 

. Enter a brief description of the transaction. TAB. 


. Enter the account number to be credited. TAB 


. Click Save. (You will learn how to Post to the general ledger in the 


What does the software The general journal screen automatically checks the equality of debits and credits 
do “behind the scenes?” | in your journal entry. The software prompts you to correct the entry if 


it is out of balance. 





For detailed instructions: See the Peachtree User Guide in your Glencoe Working Papers. 
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HI IT aN 





APPLICATION OPTIONS 


Complete chapter 





i . ; Tr te blems one of three 
Problem 6-4 Recording General Journal Transactions Ways 


Ronald Hicks owns and operates Wilderness Rentals. The following 


accounts are needed to journalize the month’s transactions. 


General Ledger 
101 Cash in Bank 301. Ronald Hicks, Capital 
105 Accts. Rec.—Helen Katz 305 Ronald Hicks, Withdrawals 
110 Accts. Rec.—Polk and Co. 310 Income Summary 


120 Office Equipment 401 Equipment Rental Revenue 

125 Camping Equipment 501 Advertising Expense 

201 Accts. Pay.—Adventure SOS Maintenance Expense 
Equipment Inc. S15 Rent Expense 

203 Accts. Pay.—Digital Tech 520 Salaries Expense 


Computers 525 Utilities Expense 
205 Accts. Pay.—Greg Mollaro 


Instructions Record the following transactions on page | of 
the general journal in your working papers. For each transaction: 
(1) Enter the date. Use the current year. 

(2) Enter the name of the account debited. 
(3) Enter the amount of the debit. 

(4) Enter the name of the account credited. 
(5) Enter the amount of the credit. 

(6) Enter a source document reference. 





Iransactions 





Wrote Check 310 for the part-time secretary’s salary, $270. 
Bought $2,000 of camping equipment on account from 
Adventure Equipment Inc., Invoice 320. 

Received $500 from a client for equipment rental, Receipt 150. 
Wrote Check 311 to pay the electricity bill of $110. 

Billed a client, Polk and Co., $1,700 for rental equipment, Sales 
Invoice 262. 

Ronald Hicks withdrew $800 for personal use, Check 312. 
Bought a $300 scanner for the office computer from Digital 
Tech Computers, on account, Invoice 270. 

Wrote Check 313 for $1,000 as an installment payment toward 
the amount Owed to Adventure Equipment Inc. 

Received $1,700 from Polk and Co. in payment on their 
account, Receipt IS1. 

Paid Digital Tech Computers $300 for the amount owed, Check 
ol4. 





Analyze: How much cash was deducted from the Cash in Bank account 
in January? 











( masters 


Manual Glencoe 
Working Papers 





Peachtree for 
Windows Software 





Glencoe 
Integrated 


Accounting 


Software 
(Problem 6-6) 
(Refer to software 
instructions) 





SMART GUIDE 






Step-by-Step Instructions: 
Problem 6-4 


. Select the problem set 


for Wilderness Rentals 
(Prob. 6-4). 


. Rename the company 


and set the system date. 


. Enter all of the general 


journal transactions 
using the General 
Journal Entry option in 
the Tasks menu. 


. Print a General Journal 


report. 


. Proof your work and 


make any needed 
corrections. 


. Answer the Analyze 


question. 


. End the session. 
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Problem 6-5 Recording General Journal 
Transactions 


Regina Delgado owns a business called Hot Suds Car Wash. She uses the 
following chart of accounts. 


SMART GUIDE 





Step-by-Step Instructions: 
Problem 6-5 


1. Select the problem set 
for Hot Suds Car Wash 
(Prob. 6-5): 

2. Rename the company 
and set the system date. 

3. Enter all of the general 
journal transactions 
using the General 
Journal Entry option in 
the Tasks menu. 

4. Print a General Journal 
report. 

5. Proof your work and 
make any needed 
corrections. 

6. Answer the Analyze 
question. 

7. End the session. 


General Ledger 
101 Cash in Bank 401 Wash Revenue 
105 Accts. Rec.—Linda Brown 405 Wax Revenue 
110 Accts. Rec.—Valley Auto 410 Interior Detailing Revenue 
125 Office Equipment SO1 Advertising Expense 
130 Office Furniture SOS Equipment Rental Expense 
135 Car Wash Equipment 510 Maintenance Expense 
201 Accts. Pay.—Allen 520 Rent Expense 
Vacuum Systems 525 Salaries Expense 
205 Accts. Pay.—O’Brian’s 530 Utilities Expense 
Office Supply 
301 Regina Delgado, Capital 
305 Regina Delgado, Withdrawals 
310 Income Summary 





TIP: You can use General 
Ledger Navigation Aid as an 
alternative way to access the 
General Journal Entry 
window. 


Instructions Record the following transactions on page 1 of the general 
journal in your working papers. 





Date Transactions 


Regina Delgado invested $12,000 in the business, 
Memorandum 41. 

Purchased $5,000 in desks, chairs, and cabinets from O’Brian’s 
Office Supply on account, Invoice 1632. 

Deposited $1,600 for income received from car washes for the 
week, Receipt 101. 

Paid the Village Bulletin $75 for running an ad, Check 301. 
Regina Delgado withdrew $900 for personal use, Check 302. 
Billed Valley Auto $400 for interior detailing, Sales Invoice 102. 
Paid O’Brian’s Office Supply $2,500 as an installment payment 
on account, Check 303. 

Regina Delgado transferred to the business an electronic 
calculator valued at $350, Memorandum 42. 

Wrote Check 304 for $600 to Shadyside Realty for the office rent. 
Purchased $1,500 in car wash equipment from Allen Vacuum 
Systems on account, Invoice 312. 

Received a $400 check from Valley Auto in full payment of its 
account, Receipt 102. 

Issued Check 305 for $2,500 to O’Brian’s Office Supply for the 
balance due on account. 


dl CHAPTER'S PROBLEMS 





Analyze: What is the amount of total assets for Hot Suds Car Wash at 
January 31? 
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Problem 6-6 Recording General FRA I LL 
i | it SMART GUIDE 
Journal Transactions 


a i —by- I ctions: 
Abe Shultz owns and operates a pet grooming Di st Ea 
1. Select the problem set 
for Kits & Pups Grooming 
(Prob. 6-6). 


business called Kits & Pups Grooming. The following 





accounts are used to journalize transactions. 


General Ledger ne 2. Rename the company 
101 Cash in Bank 207 Accts. Pay.—Pet Gourmet and set the system date. 
105 Accts. Rec—Juan Alvarez 301 Abe Shultz, Capital > ae 
110 Accts. Rec.—N. Carlsbad 305 Abe Shultz, Withdrawals A Prins Caneretioumal 
115 Accts. Rec.—Martha Giles 310 Income Summary report. 

125 Office Equipment 401 Boarding Revenue 5. Proof your work and 
130 Office Furniture 40S Grooming Revenue make any needed 
135 Computer Equipment 501 Advertising Expense COMERONS: 
: . 3 ; 6. Answer the Analyze 
140 Grooming Equipment 505 Equipment Repair Expense question. 
145 Kennel Equipment 510 Maintenance Expense 7. End the session. 
201 Accts. Pay.—Able Store 520 Rent Expense 
: . TIP: As a shortcut, you can 

Equipment 525 Salaries Expense enter just the day of the 
205 Accts. Pay —Dogs & 530 Utilities Expense month for a transaction 

Cats Inc. date. 





Instructions Record the following transactions on page 7 of the general 
journal in your working papers. 


Received $125 for boarding a client’s dog for one week, Receipt 
300. 

Abe Shultz contributed to the business a computer valued at 
$2,500, Memorandum 33. 

Billed a client, Juan Alvarez, $80 for grooming his pets, Sales 
Invoice 212. 

Wrote Check 411 to Allegheny Power Co. for $150 in payment 
for the month’s electricity bill. 

Abe Shultz withdrew $700 tor personal use, Check 412. 
Purchased kennel equipment for $2,600 from Dogs & Cats Inc., 
on account, Invoice DC92. 

Paid the part-time receptionist’s salary of $400 by issuing 
Check 413. 

Abe Shultz took from the business for his personal use a ten- 
key adding machine valued at $65, Memorandum 34. 

Juan Alvarez sent a check for $80 in full payment of his 
account, Receipt 301. 

Purchased on credit $250 in grooming equipment from the Pet 
Gourmet, Invoice PG333. 

Issued Check 414 for $1,300 as an installment payment for the 
amount owed to Dogs & Cats Inc. 














Analyze: What is the total of the Accounts Receivable accounts at January 31? 
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Problem 6-7 Recording 
General Journal Transactions 


Juanita Ortega is the owner of Outback 


SMART GUIDE 


Step-by-Step Instructions: 
Problem 6-7 


1. Select the problem set 
for Outback Guide 
Service (Prob. 6-7). 

2. Rename the company 
and set the system date. 

3. Enter all of the general 
journal transactions. 

4. Print a General Journal 





Guide Service. The following accounts are used 
to record the transactions of her business. 






General Ledger 
101 Cash in Bank 205 Accts. Pay.—Peak Equipment Inc. 
105 Accts. Rec.—M. Johnson 207 Accts. Pay.—Premier Processors 
110 Accts. Rec.—Feldman, 301 Juanita Ortega, Capital 


report. Jones, & Ritter 302 Juanita Ortega, Withdrawals 
5. Proof your work and 115 Accts. Rec.—Podaski 310 Income Summary 
make any needed Systems Inc. 401 Guide Service Revenue 
corrections. 130 Office Equipment 501 Advertising Expense 
Si i the Analyze 135 Office Furniture 505 Maintenance Expense 
1 ai 140 Computer Equipment S4S Rent Expense 
i 145 Hiking Equipment 520 Salaries Expense 
TIP: Press SHIFT+? in an 150 Rafting Equipment 525 Utilities Expense 


Account No. field to display 


ci 201 Accts. Pay.—A-1 


Adventure Warehouse 


Instructions Record the following transactions on page 1 of the general 
journal in your working papers. 


Transactions 





Juanita Ortega contributed the following assets to her business: 
cash, $1,500; hiking equipment, $2,000; rafting equipment, 
$2,500; and otfice furniture, $500; Memorandum 21. 

Issued Check 515 to Town News for a $75 ad. 

Purchased $3,000 in rafting equipment on account from A-1 
Adventure Warehouse, Invoice AW45. 

A group from Feldman, Jones, & Ritter went on a hiking trip. The 
group was billed $4,800 for guide services, Sales Invoice 300. 

Paid $300 to Dunn’s Painting and Interior Co. for painting the 
office, Check 516. 

Made a $1,000 payment to A-1 Adventure Warehouse toward 
the amount owed, Check 517. 

Received a check for $4,800 from Feldman, Jones, & Ritter in 
payment of their account, Receipt 252. 

Juanita Ortega paid herself $600 by issuing Check 518. 

Billed a client, Mary Johnson, $1,200 for completing guide 





services on a hiking expedition, Sales Invoice 301. 
Paid the monthly telephone bill for $175 by issuing Check 519. 
Purchased a $3,600 computer system from Premier Processors. 


Made a down payment for $1,800 and agreed to pay the 
balance within 30 days, Check 520 and Invoice 749. 








Analyze: Did any of Outback’s customers pay cash for services in January? 
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PROBLEM 


i all Problem 6—8 SOURCE DOCUMENT 
aie 33 Recording 


General Journal Transactions 


HS 








Step-by-Step Instructions: 


Problem 6-8 
Greg Failla operates Showbiz Video. The follow- 1. Select the problem set 
ing accounts are used to record business transactions. for Showbiz Video 
(Prob. 6-8). 


General Ledger 


2. Rename the company 
and set the system date. 





101 Cash in Bank 207 Accts. Pay.—New Media Suppliers 3. Enter all of the general 
105 Accts. Rec.—G. Cohen 209 Accts. Pay.—Palace Films journal transactions. 
110 Accts. Rec.—J. Coletti 301 Greg Failla, Capital 4. Print a General Journal 
113 Accts. Rec—S. Flannery 305 Greg Failla, Withdrawals x se ni 
115 Accts. Rec.—Spring 310 Income Summary make any needed 
Branch School District 401 Video Rental Revenue corrections. 
130 Office Equipment 405 VCR Rental Revenue 6. Answer the Analyze 
135 Office Furniture 501 Advertising Expense question. 
140 Computer Equipment — 505 Equipment Repair Expense me Eneihe Session. 
145 Video Tapes 510 Maintenance Expense 
150 Video Equipment 520 Rent Expense 
201 Accts. Pay.—Broad Street 525 Salaries Expense 
Office Supply 530. Utilities Expense 
205 Accts. Pay.—Computer gd 
Horizons 


Problem 6-8 


Use the source docu- 
ments in your working 
papers to record the trans- 
actions for this problem. 


Instructions Record the following transactions on page 5 of the general 
journal in your working papers. 


Deposited $3,400 in receipts. Of that amount, $1,900 was VCR 
rentals and $1,500 was video tape rentals, Receipt 435. 

Wrote Check 1250 tor $325 of equipment repairs. 

Purchased $400 in video tapes from Palace Films on account, 
Invoice PF32. 

Bought from New Media Suppliers $2,600 in video equipment. 
Made a down payment of $600 and agreed to pay the balance 
in two installments, Check 1251 and Invoice NM101. 

Rented videos to Spring Branch School District. The school 
district agreed to pay $1,800 at a later date, Sales Invoice 1650. 
Issued Check 1252 for $750 to Computer Horizons for the 
amount owed to them. 

Deposited $5,600 in receipts. VCR rentals amounted to $4,400 
and video tape rentals were $1,200, Receipt 436. 

Paid Clear Vue Window Cleaners $100 for monthly window 
cleaning, Check 1253. 

Made a $1,000 installment payment toward the amount owed 
to New Media Suppliers by issuing Check 1254. 




















Analyze: What were the total expenses incurred in January? 
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Problems 





Chapter 6 



















Learning Objectives 
When you have completed this 
chapter, you will be able to: 


> Describe the steps in the posting 
process. 






> Accurately post business trans- 
actions from a general journal to 
the accounts in the ledger. 







Prepare a trial balance. 







> Locate and correct trial balance 
errors. 






Record correcting entries in the 
general journal. 






> Define the accounting terms 
introduced in this chapter. 
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Posting Journal 
* Entries to General 
Ledger Accounts 









EB Exploring the Real World of Business 






ACCOUNTS AND THE GENERAL LEDGER 







Can you imagine living on a ranch and riding a horse to work? 
One world-famous ranch on which you might work is the King 
Ranch in Texas. The ranch covers 825,000 acres, which is larger 
than the entire state of Rhode Island! It employs around 350 people 
full-time and another 350 as part-timers. 

King Ranch is noted as the producer of the first registered 
American Quarter Horse and as the original breeder of Santa 
Gertrudis cattle. It is one of the oldest working ranches in the U.S. 
and also makes money from cotton crops, gas, and oil wells. 

Accounting for an operation like King Ranch means keeping 
track of the number of calves born each year or the pounds of cotton 
produced. Computers handle much of the routine work of recording 
ranch information, leaving the ranch managers free to make 
decisions about how many horses to sell or how much feed to buy. 


What do you think? 

What are some general ledger accounts that might be used by 
King Ranch? List at least two accounts in each category (assets, 
liabilities, revenue, and expenses). 





King Ranch 3 


Posting Journal Entries to General Ledger Accounts 


BEI orn eee ur aaa 


In the last chapter, you learned 
how to record financial transactions 
in a journal. These journal entries 
show individual daily activities, but do not show 
the total of all transactions. You'll learn in this 
chapter that posting the journal entries is a 
means of organizing all the transactions affecting 
the accounts of a business. For example, all the 
transactions that might affect an account called 
“Revenue” are summarized and totaled. All the 
transactions that might affect an account called 
a Expense” are summarized and totaled. 


D nvestigate: 


What types of accounts would you imagine are 
used for accounting in your workplace? 
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What You'll Learn 


* The purpose of the 
general ledger. 

* How to open accounts 
in the general ledger. 


Why It’s Important 


You examine the ledger 
to review how business 
transactions affect each 
account. 


KEY TERMS 


general ledger 





ledger account form 








Figure 7-1 The Accounting 
Cycle with Steps 4 and 5 
Highlighted 


In Chapter 6 you learned 
how to analyze business 
transactions and enter those 
transactions in a general 
journal. 

In this chapter you will 
learn how to post journal 
entries to the general ledger 
and how to prepare a trial 
balance (Steps 4 and S in the 
accounting cycle illustrated 
in Figure 7-1). The Jeep deal- 


The General Ledger 






ership in your area records all business transactions in the journal and 


posts those transactions to the general ledger. An up-to-date ledger allows 


the accountant for the Jeep dealership to provide management with 


information such as: 
e sales of vehicles 
e service income 


e salary and commission expense 


Analyze each Journalize 
transaction each transaction 


Collect and verify 
source documents i 








Prepare a eee 
post-closing 


trial balance eg | | | 


Journalize and post 


closing entries 
statements 
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Post to 
the ledger 


LEDGER 























===, Preparea 
> | RENDE 


Prepare financial 





Prepare a 


work sheet trial balance 


Setting Up the General Ledger 


In a manual accounting system, the accounts used by a business 
are kept on separate pages or cards. These pages or cards are kept 
together in a book or file called a ledger. In a computerized ac- 
counting system, the electronic files containing the accounts 
are still referred to as the ledger, or the ledger accounts. In 
either system, the ledger is often called a general ledger . 

Posting journal entries to the ledger accounts cre- 
ates a record of the impact of business transactions on 
each account used by a business. After journal entries 
have been posted, a business owner or Manager can 
look at a specific account and easily find its current bal- 
ance. If, for example, Maria Sanchez wants to know 
how much money Roadrunner Delivery Service has in 
its bank account, she can simply look at the balance 
of the Cash in Bank account. 


The Four-Column Ledger Account Form 


In a manual accounting system, the accounting stationery used to record 


financial information about specific accounts is a ledger account form . 


There are several common ledger account forms. These forms—as well as 





other accounting stationery—are usually described by the number of amount 
columns they have. In other words, the number of columns refers only to 
those columns in which dollar amounts are recorded. For example, Road- 
runner uses a four-column ledger account form. 

The four-column account form has spaces to enter the account name, the 
account number, the date, a description of the entry, and the posting refer- 
ence. It also has four columns in which to record dollar amounts. Look at 
the four-column account form shown in Figure 7-2. 


ACCOUNT 


DATE DESCRIPTION Rosi DEBIT CREDIT 


Figure 7-2 Four-Column Ledger Account Form 


Notice the four amount columns: the debit column, the credit column, 
the debit balance column, and the credit balance column. The first two 
amount columns are used to enter debit and credit amounts posted from 
journal entries. The last two amount columns are used to enter the new 
account balance after a journal entry is posted. The balance columns show 
the current balance in the account. The type of account (expense, revenue, 
asset, etc.) determines which balance column to use. For example, accounts 
with a normal debit balance—such as asset or expense accounts—use the 
debit balance column. Accounts with a normal credit balance—such as 
liability or revenue accounts—use the credit balance column. 


Section 1 







ACCOUNT NO. 


BALANCE 
DEBIT CREDIT 


Consumerism 
U.S. cattle ranches 
produce 22 percent 


of the world's supply of 
beef. Consumers spend 
around $17 billion each year 
buying beef at their local 
supermarkets. 
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Opening Accounts in the Ledger 


Before journal entries can be posted, a general ledger account is opened 


| Geographers study for each account that appears on the chart of accounts. The number of steps 
| economics and accounting required to open an account depends on whether or not the account has a 
| to understand how the zero balance. 

location of resources affects n _ 

the way people make, trans- Opening an Account with a Zero Balance 


port, and use goods. By 


ì i [here are two steps required to open an account with a zero balance: 
comparing economic data 





with the physical features of (1) Write the account name at the top of the ledger account form. 
an area, researchers can see (2) Write the account number on the ledger account form. 
relationships between the i i 
i lhese two steps are performed each time a new ledger account page is 
two properties. Ò 
needed. The accounts that are opened for the first three asset accounts on 
7 Roadrunner’s chart of accounts (page 73) are shown in Figure 7-3. 
ACCOUNT _ Cash in Bank ACCOUNT No. _/01 



















_ aa ; POST i È BALANCE 2 
DATE DESCRIPTION REF DEBIT CREDIT DEBIT CREDIT 
| | | I 
| | | 
Ì } | 
i | | 
ACCOUNT Accounts Receivable—Citv News ACCOUNT NO 105 
BAST BALANCE 
DESCRIPTIO ey DEBIT . 
DESCRIPTION REF DEBIT CREDIT DEBIT CREDIT 
] Ì } } } | | | | 
ACCOUNT Accounts Receivable—Green ( OMPan) ACCOUNT NO. 110 
oO: BALANCE 
DATE DESCRIPTION Fool DEBIT CREDIT 
ct Aa REF x DEBIT CREDIT 
| 
| 
i 
| | 
Figure 7-3 Opening General Ledger Accounts with Zero Balances 
In a computerized accounting system, == TE 
. =e ui 
the procedure is similar. An account is === TE 
opened by entering the account name and == = 
number on the chart ot accounts. Comput- = 
e 


erized accounting systems vary, but all of 
them require that information such as the 
account numbers and names be entered into 


the computer files. 





Accouns, 


Receiy, ble 
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Opening an Account with a Balance 
To open an account with a balance, six steps are required: 
(1) Write the account name at the top of the ledger account form. 
(2) Write the account number on the ledger account form. 
(3) Enter the complete date (year, month, and day) in the date column. 


(4 
(5) Place a check mark (v) in the Posting Reference column to show the 


n 


Write the word “Balance” in the Description column. 


amount entered on this line is not being posted from a journal. 


(6) Enter the balance in the appropriate balance column of the ledger 


_— 


account form. Usually asset, expense, and owner's withdrawals accounts 
have debit balances. Liability, owner’s capital, and revenue accounts 
have credit balances. 


Figure 7-4 shows an example of an entry made to open an account 
with a balance. 


ACCOUNT_ Cash in Bank | 4 
DATE DESCRIPTION Ri DEBIT CREDIT 
3|| 20-- | 
5 
Oct. 1 Balance 4 v | 


| 
| 
| 
| 
| 
| 
| 


Figure 7-4 Opening General Ledger Accounts with a Balance 


The Usefulness of Journals and 
Ledgers to Managers 


Managers continually make use of the information contained in the 
accounting records. To obtain information about a specific business transac- 
tion, a manager might refer to the journal entry. To learn the current balance 
of important accounts like Cash in Bank, Accounts Receivable, and 
Accounts Payable, managers will look to the ledger accounts. The organiza- 
tion of accounting data in ledgers makes it possible for managers to obtain 
summarized information before the financial statements are prepared. 


A MATTER OF ETHICS 


Meeting a Deadline 


Imagine that you are an accounting clerk for 
Ace Hardware. The store manager has asked you 
to prepare the trial balance for the month. The 
totals on the trial balance are not equal and you 
cannot find the error. You also realize that the trial 
balance is due at the end of the day. You are frus- the parties? 
trated and consider changing one of the account 
balances just to get the trial balance to balance. 


Section 1 


— ACCOUNT NO. 10! 


BALANCE 
DEBIT CREDIT 
| | 
6--| | 
2500000 | 


| 


Ethical Decision Making: 

@ What are the ethical issues? 
What are the alternatives? 
Who are the affected parties? 


How do the alternatives affect 


What would you do? 


The General Ledger 


| 


| 
| 
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SECTION 1 | Check Your Understanding | 





Now that you have studied this section, complete the following questions and problem. 





Thinking Critically 


1. List the steps involved in opening an account with a zero balance. 





| 2. List the steps involved in opening an account with a balance. 





Communicating Accounting 


Often the way we say things has a big 





impact on how our listeners respond to 





us. Angry words can bring an equally 
angry response, and no real communica- 
| tion will have taken place. Communica- 
tion occurs when one person is able to 
| express an idea in words and tone that are 
| heard and understood in the way the 
speaker intended. See if you can identify 





why communication did not take place in 


the following examples. How would you 








have said things differently? 





1. Supervisor: (Angrily) “You are late 
again, Wiley. If you're not here on time every day from now on, you're out of a job.” 


Employee: “Aw, man. Get off my back. I’m trying as hard as I can.” 


N 


| 
. First Employee: “I’m tired of always making the decisions and teaching you how to do your 
| job. You should know how to open ledger accounts by yourself by now.” 

Second Employee: “Well, you don’t have to work with me anymore then. I'll find someone 


else to help me.” 





Problem 7-1 Opening Ledger Accounts 
Instructions Use the step-by-step processes presented in this chapter to open the follow- 
ing ledger accounts. Use the accounting stationery provided in your working papers. January 


1 of the current year is the date. 








Account Name Account Number Balance 
Cash in Bank 101 $10,000 
Accounts Receivable— 

Mark Cohen 104 2,000 
Accounts Payable— 

Jenco Industries 203 1,000 
lom Torrie, Capital 301 35,000 
Admissions Revenue 40] -0- 
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In the last section you learned how 
to open accounts in the general ledger. 
In this section you will learn how to 


post to the ledger. is the 





process of transferring information 
from the general journal to individual 
general ledger accounts, the fourth 
step in the accounting cycle. To pro- 
vide current information to manage- 
ment, the accountant for the Jeep 
dealership in your area probably posts 


journal entries to the general ledger 





every day. 


The Fourth Step in the 
Accounting Cycle: Posting 


The general journal is a sort of business diary containing all the trans- 
actions of a business. It is not easy to see the increases and decreases 
taking place in the account by looking at journal entries. To provide a 
clear picture of how each account is affected by a business transaction, 
the information in a journal entry is posted to the general ledger accounts. 
The purpose of posting, therefore, is to show the impact of business trans- 
actions on the individual accounts. 

The size of the business, the number of transactions, and whether 
the accounting system is manual or computerized all affect how often 
posting occurs. Ideally, businesses post daily to keep their accounts 
up-to-date. Regardless of how often posting is performed, the process 
remains the same. 

As in journalizing a transaction, posting to a ledger account is com- 
pleted from left to right. Let's look at a journal entry for Roadrunner that 
is ready to be posted to the ledger. 


Posting to the Roadrunner General Ledger 


Roadrunner's first transaction affects two accounts: Cash in Bank and 
Maria Sanchez, Capital. The information in the journal entry is trans- 
ferred item by item from the journal to each of the accounts affected. As 
you read about each step in the posting process, refer to Figure 7-5. 

Locate the account to be debited in the ledger; in this example, Cash 
in Bank is to be debited. 


Section 2 


records of the business up- 


| 
What You'll Learn 


The purpose and 
importance of posting. 
How often a business 
posts transactions. 
The six steps in the 
posting process. 

How to compute an 
account balance. 
How to show an 
account with a zero 
balance. 


Why It's Important 


Posting brings the 


to-date. If a business did 
not post its transactions, 
the balances in ledger 
accounts would not be 
current. 


posting 


The Posting Process 
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Sa fiii()L] 








GENERAL JOURNAL pace _l 


POST. 






DATE DESCRIPTION 











REF 
1 20- 
2 Oct. 1 Cash in Bank | 2 
3 Maria Sanchez, Capital 25/000|00 3 6 Enter the account 
4 Memorandum 1 4 number in the 
i ; general journal 
Post. Ref. column 

1 Enter date of the 3 Enter journal letter 5 Compute the new 

journal entry and page number in account balance 

2 Description column Post. Ref. column 4 Enter the debit 
is usually blank amount 
ACCOUNT _ Cash fn Bank eee ________f accounTno, 101 _ 
DATE DESCRIPTION OST BALANCE 
REF cs DEBIT | CREDIT 
20-- i} | 
Oct. 1 Gl = 25000 00 |_| 25100000, 

7 Repeat steps 1-6 for the 

credit part of journal entry 
ACCOUNT Maria Sanchez, Capital ACCOUNT NNO. 2301 

POST. BALANCE 
DATE DESCRIPTION REF DEBIT CREDIT Dear | CREDIT 
20-- i 1 | |_| 
Oct. 1 Gl | 25,000.00 He 25,000 00 


Figure 7-5 Posting from the General Journal to Ledger Accounts 


1. Enter the date of the journal entry in the Date column of the account 
debited. Use the date of the journal entry, not the date on which the 
posting is done. Write the year and month in the left side of the Date 





d ACCOUNTING column. It is not necessary to write the year and month for other 
postings to the same account on the same page unless the month or year 
Business Practices changes. The day, however, is always entered. 
Giving gifts to foreign 2. The Description column on the ledger account is usually 
business acquaintances left blank. Some businesses use this space to write 
can be tricky. Recognize in the source document number. 


that certain cultures attri- 3. In the ledger account Posting Reference 
bute meaning to certain 


gifts and colors. For ex- 
ample, in Japan, white 
chrysanthemums are 
symbols of death. 


sents the general journal and the “1” 
E” ; indicates page one of the general 
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(Post. Ref.) column, identify where the 
journal entry is recorded. Enter a letter for 
the journal and the journal page number. 
In this example, the letter “G” repre- 





journal. 
4. Enter the debit amount in the Debit column 
ot the ledger account. 
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5. Compute and record the new account balance in the appropriate 


balance column. Every amount posted will either increase or decrease 


the balance of that account. 
6. Return to the journal and, in the Posting Reference column, enter the 


ledger account number of the account to which you just posted the 


debit part of the journal entry. Be sure it is entered on the same line as 
the debit entry. In this example, enter 101 in the Posting Reference 


column on the line for Cash in Bank. 


This step in the posting process is very important. The notation in 


the Posting Reference column of the journal indicates that the journal 


entry has been posted. The posting reference also shows the account 
to which the entry was posted. If the posting process is interrupted, 
perhaps by a telephone call, the posting reference signals the point at 
which posting stopped. Never write an account number in the posting 


reference column until after you have posted. 
7. Repeat steps 1-6 for the credit part of the journal entry. 


Locate the account to be credited. In this example, Maria Sanchez, 
Capital, is to be credited. 

Enter the date. 

Enter the posting reference on the ledger account form. In this 
example, G1 represents the first page of the genera] journal. 

Enter the credit amount. 

Compute the new account balance. 

Enter the account number in the Posting Reference column of the 
general journal. In the example, enter 301 to show that the credit was 
posted to Maria Sanchez, Capital. 


The journal entries made in Chapter 6 for Roadrunner's transactions are 


shown in Figure 7-6. 


The Importance of Posting 


Posting organizes business transaction details into the proper accounts. 
As discussed earlier, transactions that are itemized in the general journal are 
helpful, but do not summarize similar transactions into the same location. 
Posting summarizes all business transactions so managers can see the cu- 
mulative effects on accounts like Utilities Expense or Salaries Expense. 


lia General Journal 
Utilities => 
Salaries 







= a 
inni 





Vo AID Azz ae 
Repairs Revenue 
rus ae ee ca 


Section 2 


Key Points 


Posting to General 
Ledger Accounts 


For every journal 





entry, you will post 

to at least two ledger 
accounts. You will 

post the debit part 

of the entry to one 
ledger account and 

the credit part of the 
entry to another ledger 
account. 
















Balancing 
Transactions 


When transactions affect 
both sides of the accounting 
equation: 

* amounts added to one 
side must also be added 
to the other side, and 

* amounts subtracted 

from one side must also 

be subtracted from the 
other side. 
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GENERAL JOURNAL PAGE. 1 
DATE DESCRIPTION n CREDIT 
20-- | | 

2. Oct. 1 Cash in Bank 101 
3 Maria Sanchez, Capital 301 
4 Memorandum 1 

5 2 Office Equipment 120 
6 Maria Sanchez, Capital 301 
7 Memorandum 2 

8 4 Computer Equipment 115 
9 . Cash in Bank n 101 
10 Check 101 

11 9 Delivery Equipment 125 
12 Accounts Pavable—North Shore Auto 205 
13 Invoice 200 

14 11 Accounts Receivable—Green Co. 110 
15 Office Equipment 120 
16 Memorandum 3 

17 12. Accounts Pavable—North Shore Auto 205 
18 Cash in Bank 101 
19 Check 102 
20 14 Cash in Bank 101 
21 Accounts Receivable—Green Co. 110 
22 Receipt 1 
23 15. Cash in Bank 101 
24 Delivery Revenue 401 
25 Receipt 2 
26 16 Rent Expense 510 
27 Cash in Bank 101 
28 Check 103 
29 18 Advertising Expense S01 
30 Accounts Payable—Beacon Advertising 201 
31 Invoice 129 

32 20 Accounts Receivable—City News 105 
33 Delivery Revenue 401 
34 Sales Invoice 1 

35 28 Utilities Expense S15 
36 Cash in Bank 101 
37 Check 104 

38 29 Maintenance Expense 505 
39 Cash in Bank 101 
40 Check 105 
41 31 Maria Sanchez, Withdrawals 302 
42 Cash in Bank 101 
43 Check 106 





Figure 7-6 General Journal Entries for October Business Transactions 


Ihe postings made to the general ledger accounts from these entries are 
i shown in Figure 7-7. Study these illustrations to check vour understanding 
ot the posting process. 
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® | 

















ACCOUNT Cash in Bank ACCOUNT NO. 101 
POST. BALANCE 
DATE DESCRIPTION REF DEBIT CREDIT DEBIT CREDIT 
_20-- |_| | | | 
| Oct. | 1 GI. 25,000 00 || 251000) 00 
| 4 GI || 3.00000 2200000 
12 | GI | | 35000 21165000 
I 14 G1 200/00 | 21185000 
15 GI 1200 00 |_| 23,0 50,00 
16, GI | 700|00, 22|350|00 
28 GI | | 112/500, 22|2.2:5|00 
| 29 GI 60000 21625 00 
31 Gi $500|00 21|125)|00 
ACCOUNT Accounts Receivable—City News ACCOUNT NO. 105 
POST. BALANCE 
DATE DESCRIPTION REF DEBIT CREDIT DEBIT CREDIT 
| 20-- |_| |_| 
Oct. 20 GI 145000 | 1450 00 
ACCOUNT Accounts Receivable—Green Company ACCOUNT NO. 110 
BALANCE 
DATE DESCRIPTION eee DEBIT CREDIT DEBIT CREDIT 
2044 | [| | 
|| Oct. | 11 Gi 200 00 | 
14 G1 i] 200 00 
ACCOUNT. Computer Equipment 2 ACCOUNT NO. 115 _ 
BALANCE 
DATE DESCRIPTION POST DEBIT CREDIT DEBIT CREDIT 
| 20-- LI | 
Oct.| 4 | GI. 3100000 | 3000.00 
ACCOUNT Office Equipment 2/2 / “2 ACCOUNT NO, 120 
BALANCE 
DATE DESCRIPTION Pol DEBIT CREDIT DEBIT CREDIT 
DE | |] | 
Oct. 2 Gi 400.00 | | 40000 
11 Gi 200.00 200 00 
ACCOUNT Delivery Equipment EEA — ACCOUNT NO. 125 
BALANCE 
DATE DESCRIPTION Fest DEBIT CREDIT DEBIT CREDIT 
} 20-- i A } 
Oct. 9 | G1 || 12/0/0(0|00, 12,000 00 
ACCOUNT Accounts Payable—Beacon Advertising ~ ACCOUNT NO. 201 — 
BALANCE 
DATE DESCRIPTION FT DEBIT CREDIT DEBIT CREDIT 
20-- | | | | | 
Oct. 18 | G1 || |_| 17|5|00 75|00 














Figure 7-7 Postings to General Ledger Accounts for the Month of October 
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ACCOUNT_ Accounts Payable—North Shore Auto __ 


x ACCOUNT NO, 205 





BALANCE 
DATE DESCRIPTION eo DEBIT CREDIT DEBIT TI CREDIT 
20-- ce i | 
Oct. 9 GI LEI 12000 00 12100000 
12 GI 350,00 i] 
ACCOUNT_ Maria Sanchez, Capital __ __________ ACCOUNT NO. _301__ 
BALANCE 
DATE DESCRIPTION POST DEBIT CREDIT va 
20-- ia ay DO 
Oct. 1. G1 25,000) 00 — 25000 00 
2 GI 400 00 | 2540000. 


ACCOUNT _ Maria Sanchez, Withdrawals 


POST. 


ACCOUNT NO. _302__ 


BALANCE 








DATE DESCRIPTION REF DEBIT CREDIT CREDIT 
20-- | L 
Oct. 31 Gi 50000 50000 
ACCOUNT _ Income Summary ACCOUNT NO. _303__ 
BALANCE 
DATE DESCRIPTION i DEBIT CREDIT 


mi 


ACCOUNT _ Delivery Revenue 





HH 


DEBIT CREDIT 


(I 


ACCOUNT NO. 701 _ 
































POST. BALANCE 
DATE DESCRIPTION REF DEBIT CREDIT DEBIT CREDIT 
20 it) | LIE tii | 
Oct. 15 GI 120000 L 120000 
20 G1 1450.00. 650,00. 
ACCOUNT Advertising Expense ACCOUNT NO. 501 _ 
BALANCE 
DATE = DESCRIPTION PASS DEBIT CREDIT i a 
20-- |} | | | | 
Oct. 18 Gi 75100. Il 75 00 UNI 
ACCOUNT _Maintenance Expense _ _ ACCOUNT NO. 505 
BALANCE Il 
DATE DESCRIPTION mu DEBIT CREDIT DEBIT CREDIT 
20-- i | | | | | Il 
Oct. 29 G1 600 00 600 00° 
ACCOUNT Rent Expense _—_—_—— ACCOUNT NO. 510 
BALANCE | 
DATE DESCRIPTION "AS DEBIT CREDIT nen “A 
20 [| | | ti} | LI 
Oct. 16 GI 70000. | 70000. |. || 
Figure 7-7 ACCOUNT Utilities Expense ACCOUNT NO. 515 _ 
Postings to suey BALANCE = II 
General Ledger DATE = DESCRIPTION ‘REF DE il Se DEBIT | creom 
Accounts for the 20-- 44 | Le) | Ee | 
Month of October Oct. 28 GI 125,00 i} 125)00. LL 
(Continued) j 
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Computing a New Account Balance 


On a four-column ledger account form, each time you post to an ac- 
count, you also compute a new account balance. An easy rule of thumb for 
determining a new balance is that debits are added to debits, credits are 
added to credits, but debits and credits are subtracted. In other words, after 
you post to an account, you compute the new account balance as follows: 

When the existing account balance is a debit, and 


e the amount posted is a debit, ADD the amounts 
e the amount posted is a credit, SUBTRACT the amounts. 


When the existing account balance is a credit, and 


e the amount posted is a debit, SUBTRACT the amounts 
e the amount posted is a credit, ADD the amounts. 


A ledger account usually has space for several postings. Often, blank lines 
remain after the journal entries for the month are posted. To save space, the 
journal entries for more than one month are entered on the same ledger 
page. Both the new month and day are entered in the Date column, as shown 
below in Figure 7-8. 


POST. 


DATE DESCRIPTION REF DEBIT CREDIT 
20- | 
| Oct. | 1 Gl 2500000 
Il | 31 G2 |_| 500 00 
|| Nov. | 1 i G2 | | 125/00 


Showing a Zero Balance in a Ledger Account 


Sometimes a ledger account will have a zero balance. To show a zero bal- 
ance, a line should be drawn across the center of the column—where the nor- 
mal balance would appear. For example, on October 11, Roadrunner sold a 
phone for $200 on account to Green Company. On October 14, Green Com- 
pany paid for the phone in full with a $200 check. When the October 14 
journal entry is posted, Accounts Receivable—Green Company has a zero 
balance. Look at the ledger account in Figure 7-9. The line across the debit 
balance column means that the account has a zero balance. The line is drawn 
in the debit column because the normal balance for this account is a debit. 


ACCOUNT Accounts Receivable—Green Company 


POST. 


DATE DESCRIPTION REF. DEBIT CREDIT 
+ 20-- | 
| oct. |11 GI 200.00 
14 GI 200 00 


Figure 7-9 Showing a Ledger Account with a Zero Balance 


Section 2 


Calculating Balances 

e Debit amounts are 
added together. 
Credit amounts are 


added together. 
Debit and credit 


amounts are 
subtracted. 





ACCOUNT NO, JO1 _ 


BALANCE 
DEBIT CREDIT 


25000 00 
24500 00 
24.375 00 


Figure 7-8 A Ledger 
Account with Several 
Postings 


ACCOUNT NO. 110 
BALANCE 
DEBIT CREDIT 


200.00 
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SECTION 2 Check Your Understanding | 


Now that you have studied this section, complete the following questions and problem. 








Thinking Critically 
1. Explain the purpose for posting. 


2. Explain the process of posting from a journal to the ledger. 




















Analyzing Accounting 

As an employee of Always Fresh Bakery, you have been asked 
to analyze the impact that different sales levels have on the 
ultimate profit or loss of the business. After posting is completed, 
you prepare the following line graph to illustrate the sales fig- 


ures tor Always Fresh Bakery. Review the line graph and write a 





one-paragraph analysis of the impact of sales on the bakery’s 













profit. 
ANNUAL SALES AND REVENUE 
$3,000 
2.000 
DI » 
1,000 











January March May July November 


Months 


September 


Problem 7-2 Posting from the General Journal 
to the Ledger 


Instructions David Serlo made the following cash investment in his business. Use the six- 


step process to post the entry to the ledger accounts in vour working papers. 


GENERAL JOURNAL PAGE ADI 
DATE DESCRIPTION fo: DEBIT CREDIT 
1 20-- 4 
2 May 1 Cash in Bank 10,000 00 2 
3 David Serlo, Capital 10,000.00 3 
4 Memorandum 101 | 4 
5 
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LORA HURRELBRINK 
Accounts Payable Manager, 
National Veterinary Associates 


Q: How did you get into accounting? 


A: | started in a retail clothing warehouse tagging 
merchandise. Soon my responsibilities included checking 
receipts sent in by all the stores. That got boring, and | needed 
something more challenging and people interactive. So, | 
became an accounts payable clerk. After a while, | wanted 
more responsibilities. So, | became an accounts payable 
bookkeeper and gained experience for five years. Then | 


applied for a supervisory position. | loved it! | have been a | Tips from . - - 
manager ever since. 
. (EE aper al International In 


È ù { uccess IS usually 
Q: Why do you like managing? n di out whenever 


; . ‘ . ffo ita 
A: | like being the boss, and | like teaching. ater cessary, even if it 


Li Tei He "Show initiative, 
Q: What kind of degree do you need? di take credit for the grouP 
A: If someone wants to be an accounts payable manager, they | when someone compliments a 
don't necessarily need an accounting degree, although some | job well done. 


companies like to see it. I've never been asked why | don't have one. e 
If you want to move up to staff accountant, or controller, though, you > : 
need an accounting degree and a CPA. Business training is important. The 


best thing is to get experience while you're in school. Work anywhere you 
deal with money and math. 


CAREER FACTS 











Nature of the Work: Oversee accounts payable staff, make decisions, and report to 
management. 

Training or Education Needed: A bachelor’s degree in accounting, or five to ten years 
experience. 

Aptitudes, Abilities, and Skills: Analytical skills, problem-solving skills, computer skills, 
interpersonal skills, and communication skills. 

Salary Range: $27,000 to $60,000 depending on the company. 

Career Path: First start as a clerk, then you can move te a lead clerk, and eventually move 
into management. 


Thinking Critically: What qualities do you think employers look for when hiring? 
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Preparing a Trial Balance 



















In the last section vou learned 


What You'll Learn 





how to post to the ledger. In this 





» The purpose of a trial | section you will learn how to pre- 
| balance. | pare a trial balance. A trial balance is how 
* How to prepare a trial accountants prove that the accounting system 
balance. is in balance. Preparing a trial balance is the 
* How to identify and | fifth step in the accounting cycle. Every time 
locate trial balance errors. the accountant for the Jeep dealership in your 
Why It’s Important oe a ledger, he or di a 
a trial balance. The trial balance provides 
To present accurate assurance that the journal entries are 
financial statements, the posted properly. 
accounts must be in bal- 
ance. The purpose of a trial : 
balance is to prove that the The Fifth 
| general ledger is in balance. | Step in the 
| «ev INTO Accounting Cycle: The Trial Balance 
| proving the ledger After the journal entries are posted to the accounts in the general 
| trial balance ledger, the total of all the debit balances should equal the total of all the 
transposition error credit balances. Adding all the debit balances, then adding all the credit 
| Slide error balances, and finally comparing the two totals to see whether they are 


‘orrecting Vv | nia ie 
ESA equal is called proving the ledger . 


A formal way to prove that debits equal credits is to prepare a 
trial balance . A trial balance is a list of all the account names and their 
current balances. All of the debit balances are added. All of the credit bal- 





ances are added. The totals are compared. If the totals are the same, the 





trial balance is in balance. If the totals are not equal, an error was made 













Trial Balance 
When preparing a trial 
balance, be sure to list all 
the general ledger accounts, 
in the order in which they 
appear in the ledger and on 
the chart of accounts. List 
even those accounts with a 
zero balance. Every account 
is listed to avoid omitting an 
accoun' (and its balance) 
from the trial balance. 


in journalizing, posting, or preparing the trial balance. You must find the 
error and correct it before continuing with the next step in the account- 
ing cycle. 

The trial balance for Roadrunner Delivery Service for the month of 
October is shown in Figure 7-10. The trial balance was prepared on 
two-column accounting stationery. The account numbers are listed 
in the far left column. The account names are listed in the next 
column. All of the debit balances are entered in the first amount 
column, and all of the credit balances are entered in the second amount 
column. Trial balances do not have to be prepared on accounting sta- 
tionery. They can be handwritten on plain paper, typed, or prepared on 


be ue a computer. 
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—— 





101 
105 


110 
| 115 


120 


| 125 
| 201 


| 205 


| 301 


| 302 


[| 303 


401 


| 501 


| 505 


| Cash in Bank 


Accounts Receivable—City News 


| Accounts Receivable—Green Company 


Computer Equipment 
Office Equipment 
Delivery Equipment 


| Accounts Payable—Beacon Advertising 
| Accounts Payable—North Shore Auto 


Maria Sanchez, Capital 
Maria Sanchez, Withdrawals 


. Income Summary 


Delivery Revenue 


| Advertising Expense 


Maintenance Expense 


Roadrunner Delivery Service 


Trial Balance 
October 31, 20-- 








75,00 
11\6 510 





. $S1O Rent Expense 
515 Utilities Expense 
Totals 





Figure 7-10 Trial Balance 


Finding Errors 


Most trial balance errors can be located easily and quickly. When 
total debits do not equal total credits, follow these steps: 


1. Add the debit and credit columns again. You may have added one or 
both of the columns incorrectly. 

2. Find the difference between the debit and credit columns. This is the 
amount that you are out of balance. If this amount is 10, 100, 1,000, 
and so on, you probably made an addition error. Suppose, for example, 
you have total debits of $35,245 and total credits of $35,345. The 
difference between the debits and credits is $100, which indicates an 
addition error is likely. Add the columns again to find the error. 

3. Check if the amount you are out of balance is evenly divisible by 9. 
For example, suppose the difference between the debits and credits is 
$27. That amount is evenly divisible by 9 (27 + 9 = 3). If the dif- 
ference between the columns is evenly divisible by 9, you may have 
a transposition error or a slide error. A transposition error occurs 
when two digits within an amount are accidentally reversed, or trans- 
posed. For example, the amount $325 may have been written as $352. 

A slide error occurs when a decimal point is moved by mistake. 
For example, if you write $1,800 as either $180 or $18,000, you made 
a slide error. 

To find a transposition error or a slide error, check the trial balance 
amounts against the general ledger account balances to make sure you 
copied the balances correctly. 

4. Make sure that you have included all of the general ledger accounts in 
the trial balance. Look in the general ledger for an account balance equal 
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ACCOUNTING 


ACCOUNTING HISTORY 
The advent of the Indus- 


trial Revolution resulted in 
the growth of company size 
and ownership. As a result, 
the accounting profession 
grew to keep track of increas- 
ing business transactions. 











to the amount you are out of balance. For example, if the difference 
between total debits and credits is $725, look in the general ledger for an 
account with a balance of $725. 

5S. If all the general ledger accounts and their balances are included in 
the trial balance, one of the account balances could be recorded in the 
wrong column. That is, a debit is entered in the credit column or a credit 
is entered in the debit column. To find out if this happened, divide the 
out-of-balance amount by 2 and check if the result matches the balance 
of an account. For example, suppose that the difference between the two 
columns is $300; $300 divided by 2 is $150. Look in the debit and credit 
columns for an account balance of $150. Then check to see if the $150 
is entered in the wrong column. 

6. If you still have not found the error, recompute the balance in each 
ledger account. You may have an addition or subtraction error on a 
ledger account form. 

7. Finally, check the general ledger accounts to verify that the correct 
amounts are posted from the journal entries. Also, check to make sure 
that debit amounts are posted to the debit column and credit amounts 
are posted to the credit column. 


Correcting Entries 


Anyone who works in accounting understands the saying, “To err is 
human...” When mistakes are made in accounting, one rule applies: Never 
erase UH error, 

The method for correcting an error depends on when and where the 
error is found. There are three types of errors: 


e Error in a journal entry that is not posted. 
e Error in posting to the ledger when the journal entry is correct. 
e Error in a journal entry that is posted. 


In Chapter 6 you learned that when an error in a journal entry is dis- 
covered before posting, you draw a single line through the incorrect item in 
the journal and write the correction directly above. If the journal entry is 
correct but is posted incorrectly to the ledger, you draw a single line through 
the incorrect item in the ledger and write the correction directly above. 

When an error in a journal entry is discovered after posting, make a 
correcting entry, to fix the error. 

On November 15, the accountant for Roadrunner found an error in a 
journal entry made on November 2. A $100 check to pay the electricity bill 
was journalized and posted to the Maintenance Expense account by mis- 





take. The original journal entry is shown in the following T accounts. 








Maintenance Expense Cash in Bank 
Debit | Credit Debit Credit 
do — - _ 
100 100 
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The following T accounts show how the transaction should have been 


recorded. 
Utilities Expense Cash in Bank 
Debit Credit Debit Credit 
+ + 
100 LOO 


As you can see, the $100 credit to Cash in Bank is correct. The error is 
in the debit part of the November 2 transaction. Maintenance Expense is 
incorrectly debited for $100. To correct the error, Maintenance Expense is 
credited for $100 and Utilities Expense is debited for $100. 

The accountant wrote Memorandum 70 to notify the accounting clerk 
of the mistake. The correcting entry, recorded in the general journal, is shown 
in Figure 7-11. 


GENERAL JOURNAL 
DATE DESCRIPTION fat 
1, 20-- 
2, Nov. 15 Utilities Expense 
3 Maintenance Expense 
4 Memorandum 70 
5 


Figure 7-11 Correcting Entry 


Posting a correcting entry is similar to any other posting. In the 
Description column of the ledger accounts, however, the words “Correcting 
Entry” are written. Figure 7-12 shows how the correcting entry is posted to 
the Maintenance Expense and Utilities Expense accounts. 


ACCOUNT. Maintenance Expense 


DATE DESCRIPTION AREE DEBIT CREDIT 
| 20- | 
|| Oct. | 29 GI |_| 
|| Nov. | 2 G2 100,00 Lal 
| 15. Correcting Entry G3 | 100 00 


ACCOUNT. Utilities Expense 


DATE DESCRIPTION ee DEBIT CREDIT 
|| 20-- LI 
|| Oct. | 28 G1 125/00 
. Nov. 15 Correcting Entry G3 100,00 


Figure 7-12 Posting of Correcting Entry 


PAGE 2 
DEBIT CREDIT 
1 
100 00 
100.00 


ao fF WwW NY 


ACCOUNT NO. SOS 


BALANCE 
DEBIT CREDIT 


600.00 
700.00 
600.00 


ACCOUNT NO, S/S __ 


BALANCE 
DEBIT CREDIT 


12500 
2\2.5|00 
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Problem 7-3 Analyzing a 
Source Document 





Instructions 


Problem 7-4 Recording and 
Posting a Correcting Entry 





Instructions On July 7 
itha $- asin 
the Rent 
Expense account. In vour working paper 
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Check Your Understanding 


~ 4 





DI dding 
e Cc n 1. Correct 
FRATE ( 1,3 5 ee 
( 2. Do the totals 
( 12 match? 
MEMORANDUM 47 


FUNTIME 


AMUSEMENT ARCADE 








VIDEO 
!\ Connection 


MEMORANDUM 13 
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HAAS TIVILLTAI 





KEY CONCEPTS 











1. Posting is the fourth step in the accounting cycle. It is the process of transferring information 
from a journal entry to specific accounts in the ledger. 

2. The accounts used by a business are kept in the ledger. In a manual accounting system, each 
ledger account appears on its own page or card. 

3. Ledger accounts are opened before posting can begin. An account is opened by writing the 
account name and its number at the top of the ledger account form. 

4. A four-column ledger account form has four amount columns: one for a debit entry, one for a 
credit entry, one for a debit balance, and one for a credit balance. 

5. Posting from the general journal to ledger accounts is illustrated below. 


GENERAL JOURNAL PAGE I 


POST. 
REF 













DATE DESCRIPTION 


1 20-- 

Oct. 1 Cash in Bank 25.000 00 
| 
| 
| 


Maria Sanchez, Capital 301 | 25000\00 3 6 Enter the account 
Memorandum 1 | 4 number in the 
_ general journal 
° Post. Ref. column 
1 Enter date of the 3 Enter journal letter 5 Compute the new 
journal entry and page number in account balance 





ao _ Oa WwW N 





2 Description column Post. Ref. column 4 Enter the debit 
is usually blank amount 
ACCOUNT Caskjin Bank ACCOUNT No. 101 
POST. BALANCE 
DATE DESCRIPTION REF DEBIT CREDIT DEBIT CREDI 
20-- | | 
Oct. 1 GI 25000 00 25000 00 | 
7 Repeat steps 1-6 for the 
credit part of journal entry 
ACCOUNT Maria Sanchez, Capital : ; ACCOUNT NO. 301 
BALANCE 
POST 
DATE DESCRIPTION REF DEBIT CREDIT DEBIT CREDIT 
20-- | 
Oct. i GI 25000 00 | 25 00000 


| | 


6. After posting is complete, the equality of the ledger is proved. A trial balance is prepared to 
prove that total debits equal total credits. Preparing a trial balance is the fifth step in the 
accounting cycle. 

7. The most common errors made in accounting records are addition and subtraction errors, 
transpositions, slides, omissions, and incorrect debiting or crediting. 

8. Errors discovered after posting require a correcting entry in both the general journal and 
the ledger. 
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Ee ev 


\s a junior accounting clerk for Action Sports Outfitters, you 


are being evaluated for a raise. Your boss wants to see how well 






vou understand basic accounting terminology. He asks you to 






Write a sentence for each term below, showing how vou would 






use each term in connection with Action Sports Outfitters. 










| correcting entry proving the ledger 
general ledger | slide error 

| ledger account form transposition error 

| posting | trial balance 





Understanding Accounting 
Concepts and Procedures 





Instructions 
On a separate sheet of paper, answer the following questions: 
. What step in the accounting cycle is the posting process? 
. What is the purpose of posting? 


. How is the information posted in the ledger accounts helpful to the business owner 
or manager? 


. What two steps are required to open a ledger account with a zero balance? 
. What six steps are required to open a ledger account that has a balance? 
. What determines the frequency of posting? 


. List the steps in the posting process. 


\lthough the Description column in a general ledger account is often left blank, what do 


some businesses record there? 
. What two things are indicated by the journal posting reference? 
. How is a zero balance shown in a ledger account? 
. What steps should be followed to locate trial balance errors? 
2. How does an accounting clerk correct a journal entry that has not been posted? 


How does an accounting clerk correct an error in a journal entry that was posted? 
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Case Study... 


Service Business: Accounting Services 
Joel Rivlin studied accounting in college, then 


worked as an accountant for a local real estate 
company. After becoming a CPA, Joel decided to start 
his own company, Joel Rivlin, CPA. 

Robert’s Excavating Services came to Joel with a 
problem. The company’s trial balance shows total 
debits of $76,240 and total credits of $75,090. The 
owner knows that clients paid for services worth at 
least $2,500 during the month, but the Service 
Revenue account balance is only $800. The owner 
also wrote a check for $550 for advertising, but the 
Advertising Expense account shows a zero balance. 


Thinking Critically: 

1. Describe what Joel should do to find the problems. 

2. Suggest probable causes for the trial balance being 
out of balance. 


Conducting an Audit with Alex 


Instructions The 
owner of Frank 
Palmer’s Flying 
School has given 
you the final 
general ledger 
balances and has 
provided the trial 
balance in your 
working papers. He has told you the trial 
balance is wrong. Prepare a corrected trial 


balance on a separate sheet of paper. 


Cash in Bank $ 4,700 
Accounts Receivable 1,600 
Airplanes 90,000 
Accounts Payable 2,600 
Frank Palmer, Capital 68,650 
Frank Palmer, Withdrawals 3,000 
Flying Fees 40,000 
Advertising Expense 150 
Fuel and Oil Expense 5,600 
Repairs Expense 6,200 
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Peachtree Accounting 
Software 


Assume that you are working 
part time and your employer is 
planning to change from a manual 
accounting system to a computer- 
ized system. She is not familiar with 
Peachtree software. She asks you 
to provide her with information 
about Peachtree software and how 
Peachtree can help her manage her 
business. 

Do This: 

1. Locate the Peachtree software 
Web site. 

What Peachtree software is 
available for small businesses? 
3. What is the cost? 





IO 


4. Identify three advantages that 
Peachtree describes about its 
products. 





Workplace Skills 


Interpreting and Communicating 
Information 

Every worker must learn how to interpret 
information and communicate effectively with 
co-workers, customers, and superiors. 


On the Job: 

As an accounting clerk for New Wave Inc., a 
surfboard manufacturer, one of your duties is to 
audit the accounting records and make the neces- 
sary corrections. Former employees did not always 
maintain the records accurately. The owner, Ron 
Lee, has asked you to provide written explanations 
for each error discovered in your audit. 


Thinking Critically: 

1. During an audit you discover a transposition 
error. An invoice for $510.00 payable to 
Marketing Pros was recorded and posted as 
$150.00. How do you correct this error? 


. Using word processing software, write a memo 
to Mr. Lee explaining how you corrected the 
error. 
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Posting to the General Ledger 


Making the Transition from a Manual to a Computerized System 


In a Manual System In a Computerized System 


1. Transfer the details of each journal 1. After each journal entry is entered, 
amounts are posted automatically 
into the general ledger. 
























Posting to the 
General Ledger entry to individual ledger accounts. 
2. Calculate the new account balance 


for each ledger account. 2. New account balances are calculated 


for you. 
Pernt VAC LE) 
BTR ys 896,855 


19,558 22,689 
581,257 379,565 919,544 


pl] 2,800 2,500 
680 780 896 
19,880 LB tb 16,875 
586 ct: P 569 


Posting to the General Ledger in PEACH TREE 


Peachtree Question Description 


How do I post general journal After entering a journal entry, click Post. 
transactions? 


What does the software do The software automatically posts the debit and credit amounts to the 
“behind the scenes?” accounts you have indicated in the journal entry. New account 
balances are calculated for each account affected. 
The software will not allow an out-of-balance journal entry to be 
posted. Therefore, the software always keeps the accounting records in 
balance (debits always equal credits). 


What if I find an error in my Changes to journal entries can be made before or after the entry has been 
journal entry after it has been posted. 
posted? 1. From the General Journal Entry window, drop down the Edit menu. 
Select Edit Record. 
. Select the entry you want to change. 
. Make the correction. 
. Click the Post button. 





What does the software do e When journal entries are edited, only the correct entry appears in the 
“behind the scenes”? ledger account. Account balances are updated after each posting. 





For detail@@ instructions: See the Peachtree User Guide in your Glencoe Working Papers. 
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CHAPTER 7 PROBLEMS 


APPLICATION OPTIONS 


Complete chapter 
problems one of three 











Problem 7-5 Posting General Journal wave 
Transactions eta Giencoc 
The accounts used by Wilderness Rentals have been opened and are Working Papers 
included in the working papers accompanying this textbook. The general 
journal transactions for March of the current year are also included. rd 
Peachtree for 


Instructions Post the transactions recorded on page 1 of the general Windows Software 


journal to the accounts in the general ledger. 





or 


Glencoe 
3 Integrated 
Problem 7-6 Preparing a Trial Balance —— Accounting 
Software 


The ledger accounts for Hot Suds Car Wash are shown in your working (Problem 7-7) 
papers. (Refer to software 
instructions) 


Analyze: After posting, what is the balance in the Cash in Bank account? 









Instructions Prepare a trial balance for the month of March of the 
current year. 


Analyze: What is the amount of total debits? ‘ HI PEACHTREE 


SMART GUIDE 





Problem 7-7 Journalizing and Posting ca fi 


Business Transactions o 


A partial chart of accounts for Kits & Pups Grooming is provided below. 





. Select the problem set 
for Wilderness Rentals 
(Prob. 7-5). 

2. Rename the company 





General Ledger 
101 Cash in Bank 
105 Accts. Rec.—J. Alvarez 
120 Grooming Supplies 
130 Office Furniture 
140 Grooming Equipment 


301 Abe Shultz, Capital 

305 Abe Shultz, Withdrawals 
401 Boarding Revenue 

40S Grooming Revenue 

525 Salaries Expense 


and set the system date. 

3. Print a General Ledger 
report. 

4. Answer the Analyze 
question. 

5. End the session. 


205 Accts. Pay.—Dogs & Cats Inc. 














PEACHTREE 
Instructions SMART GUIDE 
(1) In your working papers, open an account in the general ledger for each Step-by-Step instructions: 
account above. Problem 7-6 
(2) Record the March transactions on page 1 of the general journal. 1. Select the problem set 
(3) Post each journal entry to the appropriate ledger account. aang Car Wash 


(4) Prove the ledger by preparing a trial balance. 2. Rename the company 


0 
Di ia cs 3. Print a General Ledger 
Abe Shultz invested $5,000 in the business, Memorandum 51. Trial Balance report. 


Abe Shultz transferred a desk and chairs valued at $1,200 4. Answer the Analyze 


. question. 
to the business, Memorandum 52. 5. End the session. 





Continued È 
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PEACHTREE 
SMART GUIDE 


Problem 7-7 (cont.) Transactions 


Issued Check 551 for $300 for grooming supplies. 

Bought grooming equipment on account for $1,800 from Dogs 
& Cats Inc., Invoice DC201. 

Groomed Juan Alvarez’s show dogs on account, $400, Sales 
Invoice 350. 

Paid Dogs & Cats Inc. $900 on account, Check 552. 

Issued Check 553 for $500 to pay the office secretary’s salary. 
Abe Shultz withdrew $1,000 cash from the business, Check 554. 
Deposited $1,400 received from clients for boarding their pets, 
Receipts 477-480. 

Wrote Check 555 for $900 to Dogs & Cats Inc. to apply 

on account. 

Received a check for $400 from Juan Alvarez on account, 









Step-by-Step Instructions: 
Problem 7-7 







1. Select the problem set 
for Kits & Pups Grooming 
(Prob. 7-7): 

2. Rename the company 
and set the system date. 

3. Enter all of the general 
journal transactions. 

4. Print a General Journal 
report. 

5. Proof your work. 

6. Print a General Ledger 
report and a Trial Balance 













report. on 
7. Answer the Analyze Receipt 481. 

question. 
Reso Analyze: What are the total debits on the trial balance on March 31? 


TIP: As a shortcut, you can 
enter just the day of the 
month for a transaction 


date. source pocument Problem 7-8 Journalizing and 
PROBLEM . . . 
Posting Business Transactions 


The chart of accounts for Outback Guide Service is listed below. 













PEACHTREE 
SMART GUIDE 


General Ledger 





_ 101 Cash in Bank 301 Juanita Ortega, Capital 

Step-by-Step Instructions: 115 Accts. Rec.—Podaski 302 Juanita Ortega, Withdrawals 
a Systems Inc. 401 Guide Service Revenue 
1. LL the 2° set 140 Computer Equipment 501 Advertising Expense 

epOutbarc Guide 145 Hiking Equipment 

Service (Prob. 7-8). Ae DE i 
2. Rename the company 150 Rafting Equipment 

and set the system date. 205 Accts. Pay.—Peak Equipment Inc. 
3. Enter all of the general 207 Accts. Pay.—Premier Processors 


journal transactions. 
4. Print a General Journal ] 
report. Instructions 


5. Proof your work. (1) In your working papers, open an account in the general ledger for each 
6. Print a General Ledger ° 





report and a Trial Balance account in the chart of accounts. 
report. (2) Record the following transactions on page 1 of the general journal. 
È h / . . i 
1 si i (3) Post each journal entry to the appropriate accounts in the ledger. 
8. End the session. (4) Prove the ledger by preparing a trial balance. 
TIP: Always double-check — - 
the account numbers and 


Li in a general journal Invested $20,000 in cash and transferred rafting equipment 
t. 2 ' ye 
eee valued at $5,000 to the business, Memorandum 35. 


Purchased $600 in hiking equipment on account from Peak 
Equipment Inc., Invoice 101. 


Continued 
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Date Problem 7-8 (cont.) Iransactions 





Bought a $2,800 computer from Premier Processors and agreed 
to pay for it within 60 days, Invoice 616. 

Deposited $700 cash received from clients, Receipts 310-315. 
Paid $400 to the Daily Courier for an ad, Check 652. 

Sent a bill for $900 to Podaski Systems Inc. for conducting a 
group rafting trip for them, Sales Invoice 352. 

Juanita Ortega wrote a check for $800 for personal use, 
Check 653. 

Paid Premier Processors $1,400 to apply on account, Check 654. 
Received $900 from Podaski Systems Inc. in full payment for 
the amount owed, Receipt 316. 

Bought a $500 television ad with LIVE TV, Check 655. 

Paid Peak Equipment Inc. $600 by writing Check 656. 


Analyze: What is the balance of Cash in Bank at March 28? 





eo Problem 7-9 Recording and Posting 
mai Correcting Entries 


a 
An auditor reviewed the accounting records of Showbiz Video. The 





auditor wrote a memo, outlined below, regarding the number of errors 
discovered in the March records. The general journal for March 
and a portion of the general ledger are included in your working papers. 


Instructions 

(1) Record correcting entries on general journal page 22. 

(2) Use Memorandum 50 as the source document for all correcting 
entries and March 31 as the date. Some errors will not require 
correcting entries, but will require a general ledger correction. Make 
the appropriate general ledger corrections. 

(3) Post all correcting entries to the general ledger accounts. 


The $125 purchase was for office supplies. 

A $200 payment to a creditor, Broad Street Office Supply, was 
not posted to the account. 

Greg Failla withdrew $1,200 from the business for personal use. 


Cash totaling $2,000 was received for video rentals. 

A $75 receipt froin Shannon Flannery was posted as $57. 
Greg Failla invested an additional $3,000 in the business. 
The revenue of $1,000 was for video rentals. 





Analyze: Once correcting entries have been posted, what are the balances 
of the owner’s equity accounts? 








SOURCE DOCUMENT 
PROBLEM 


Problem 7-8 


Use the source docu- 
ments in your working 
papers to record the trans- 
actions for this problem. 


3 PEACHTREE 


SMART GUIDE 


Step-by-Step Instructions: 
Problem 7-9 


1. Select the problem set 
for Showbiz Video (Prob. 
7-9). 

2. Rename the company 

and set the system date. 

. Correct the general 

journal entries based on 
the auditor's report. 

4. Print a General Journal 
report and a General 
Ledger report. 

5. Proof your work. 

6. Answer the Analyze 
question. 

7. End the session. 


TIP: Use the General 
Journal Entry task option to 
edit the general journal 
entries. 





Ww 
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{ Setting Up Accounting Records 
| for a Sole Proprietorship 


cn 
Seo 





Canyon.com Web Sites EE 


Company Background: Whether 
vou're interested in a Web site for your 


| | © How to analyze 


business transactions. 
| *© Howto record 
| business transactions 





new hair salon or a corporate intranet 


| What You'll Learn 


site, Canvon.com provides design, host- 








| in the general ing, and maintenance services for the 
| journal. | small mom-and-pop business and the 
| * Howto post business multi-national corporation alike. Jack 
transactions in the Hines, owner ot Canvon.com Web Sites 
general ledger is known for his unique and dynamic 
accounts. presentations on the Web. His creativity 
* How to prepare a and knowledge of Web culture makes 
trial balance. 


him a success in electronic content delivery. 





Why It's Important Organization: Canvon.com is organized as a sole proprietorship. 
Learning to apply the The business is fully owned and operated by Jack Hines. 


first five steps of the 
accounting cycle will 


| Your Job Responsibilities: As the accounting clerk for the business, use 
| 
prepare you to perform 


the accounting stationery in vour workbook to complete the following: 


these accounting tasks (1) Open a general ledger account for each account in the chart of accounts. 


for any service business 
organized as a sole 
proprietorship. 


(2) Analyze each business transaction. 
(3) Enter each business transaction in the general journal, page 1. 
(4) Post each journal entry to the appropriate accounts in the general ledger. 





(5) Prove the general ledger by preparing a trial balance. 


APPLICATION OPTIONS 


Complete activities 








j appear ae Pave CHART OF ACCOUNTS 
Manual Glencoe Canyon.com Web Sites 
Working Papers 
ASSETS OWNER'S EQUITY 
or 101 Cash in Bank 301 Jack Hines, Capital 
Peachtree for 105 Accts. Rec.-Andrew Hospital 305 Jack Hines, Withdrawals 
Windows Software 110 Accts. Rec.-Indiana Trucking 
115 Accts Rec.-Sunshine Products RENENDE 
130 Office Supplies 401 Web Service Fees 
or 135 Office Equipment 
. i EXPENSES 
Glencoe 140 Office Furniture ° 
Integrated 145 Web Server 505 Membership Expense 
Accounting LIABILITIES 506 Telecommunications Expense 
Software 507 Rent Expense 
205 Accts. Pay.-Computer Specialists Inc. 508 Utilities Expense 
210 Accts. Pay.-Office Systems 
215 Accts. Pay.-Service Plus Software Inc. 











Canyon.com Web Sites 





Business Transactions: Jack Hines, owner of Canyon.com Web Sites, : 
PN 27.011: 


began business operations on May 1 of this year. During the month 





SMART GUIDE 


of May, the business completed the transactions that follow. 


ai 5 1. Select the problem set for 


Jack Hines invested $50,000 in the business, Memorandum 1. 


The owner, Jack Hines, invested a desktop computer and printer 
(Office Equipment) $3,500, Memorandum 2. 


Issued Check 101 for $125 for the purchase of office supplies. 
Bought office furniture for $2,700 on account from Office Systems, | 
Invoice 457. 


Bought a Web server from Computer Specialists Inc. on account for 
$35,000, Invoice WS4658421. 


(MP-1). 


. Rename the company 


and set the system date. 


. Record all of the business 


transactions using the 
General Journal Entry 
option. 


. Print a General 


Journal report. 


. Proof your work. 
. Print a General 


Ledger report. 


7. Print a Trial Balance. 

8. Answer the Analyze 
questions and complete 
the Audit Test. 

9. End the session. 





Received $1,000 from James Market for Web site services, Receipt 101. 


Completed Web site design services for Andrew Hospital to be paid 
later, Invoice LOL, $3,000. 


Bought software for the Web server (Web Server) on account from 
Service Plus Software Inc., Invoice 876, $10,000. 


Wrote Check 102 for $118 to pay the electric bill. 
Jack Hines withdrew $2,500 for personal expenses, Check 103. 


Completed Web site design on account for Sunshine Products, 
Invoice 102, $5,000. 


Bought a filing cabinet (Office Furniture) for $275, Check 104. 


Received a check for $4,000 as payment for Web site maintenance for 
one year to a Client, Receipt 102. 





Provided design services on account to Indiana Trucking, Invoice 103 
for $2,000. 


Prepared Receipt 103, $2,500, received on account, Sunshine Products. 
Paid $4,900 for telecommunication services for the period May 1- 
May 31, Check 105. 

Wrote check 106 for $3,333 to Service Plus Software Inc. Ese 

as payment on account. 2) 





Sent Check 107 for $2,000 to Office Systems as payment on account. 


Received $1,000 for two months of Web services, Receipt 104. 





Paid the dues for membership in the All Inclusive Group for $7,000, 
Check 108. 


Wrote Check 109 for the monthly rent $750. dî 





Withdrew $2,500 for personal expenses, Check 110. 


Sent Check 111 for $25,000 to Computer Specialists Inc., as payment 
on account. 





Analyze: How many checks were written by the business during May? 
What was the total ot all checks written? 
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GHAPTER 8 





The Six-Column 
Work Sheet 










Learning Objectives 
e CA DN Exploring the Real World of Business 


chapter, you will be able to: 












> Explain the purpose of the work 
sheet. 





SUMMARIZING RESULTS 







Public transportation began as early as 1630. Today, most 
cities have public buses, and larger cities also have subway or 
rail lines. 

The Washington D.C. metro system is the fourth largest transit 
system in the United States. The subway trains travel 89 miles of 
track each day and stop at 74 different stations in Washington and 
nearby communities in Maryland and Virginia. 

The Metro system is operated by the Washington Metro- 
politan Area Transit Authority (WMATA), a not-for-profit 
organization. Revenues and expenses are monitored carefully by the 
WMATA managers since revenues must pay the full operating costs 
of the system. If they do not, fares must be increased. Work sheets 
that summarize the total revenue from fares and the expenses of 
operating the system help managers keep track of whether the 
system's income Is in balance with its expenses. 






Describe the parts of a six-column 
work sheet. 















> Prepare a six-column work sheet. 








> Calculate net income and net loss. 








> Define the accounting terms 
introduced in this chapter. 










Washington 

Metropolitan 

Area Transit 
Authority 
(WMATA) 


® DX 


Si x 
(EE 
Can ge: 
; F 







What do you think? 
If you worked for the 
Washington Metro, I 
what information would JE 
you look for in monthly 
work sheets to alert 












you to revenue or 


expense problems? iu = 


SRE 
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TATA] 


When you prepare to write a 
research paper, you probably use 
note cards or a database program 
to collect and organize information. You may 
also write a rough draft of your paper, further 
organizing the information. In accounting, a 
work sheet serves to organize financial 
information. You'll learn how to create a work 
sheet in this chapter. 


B Dnvestigate: 


1. How might your ability to organize 
information be valuable to your employer? 
2. Why is it important for financial and 
other information to be organized in 
a certain way? 














asi | 


What You'll Learn 


* The purpose of the work 
sheet. 

* The kinds of information 
contained in the 
heading. 

* How to prepare a trial 
balance on a work 
sheet. 

* How to rule a section of 
the work sheet. 


Why It’s Important 


The work sheet is a tool 
the accountant uses to 
collect all the information 
needed for the end-of- 
period activities. 


| xiv IDO 


work sheet 
ruling 











182 Chapter 8 


Preparing the Work Sheet 


As you learned in Chapter 6, the 
length of an accounting period can 
vary. [he maximum period covered by 
the accounting cycle is one year. The 
first five steps of the accounting cycle 
are performed frequently during the 
cycle. The last four steps—preparing 
a work sheet, preparing financial 
statements, journalizing and posting 
closing entries, and preparing a post- 





closing trial balance—are performed at the end of the accounting pe- 


riod. Look at Figure 8-1. In this chapter you will learn how to prepare 


a work sheet, the sixth step of the accounting cycle. With this step, busi- 


nesses like your local Firestone Tire store or a Nike Outlet collect infor- 


mation from their ledger accounts and record this information on a 


single form. 


Analyze each 


transaction 
Collect and verify 


source documents 











Journalize 
each transaction 


; ee ] ”]” M@o\](qc 
RISI GENERAL 


| the ledger 


DEBIT |CREDIT JOURNAL 


Post to 


WORK SHEET 





Dea | OMNES) r r 
Prepare a re | BALANCE dii 
post-closing ~ = 
trial balance 


Journalize and post 


closing entries Prepare financial 


statements 














Prepare a 
trial balance 


Figure 8-1 Steps in the Accounting Cycle with Step 6 Highlighted 


The Six-Column Work Sheet 


The Sixth Step of the Accounting Cycle: 


The Work Sheet 
A work sheet is just what its name implies—a working paper used to 


collect information from the ledger accounts in one place. Like the 
T account, the work sheet is a tool that the accountant uses. With the work 
sheet, an accountant gathers all the information needed to prepare the 
financial statements and to complete the other end-of-period activities. 

A work sheet may be prepared in pencil on standard multi-column 
accounting paper. The paper comes in several sizes and is usually printed 
without column headings. Blank spaces for column headings allow the 
accountant to enter the headings needed by a particular business. The work 
sheet can also be prepared using computer spreadsheet software. 

The Roadrunner Delivery Service work sheet, shown in Figure 8-2, has 
five sections: 


(1) the Heading 

(2) the Account Name section 

(3) the Trial Balance section 

(4) the Income Statement section 
(5) the Balance Sheet section. 


Roadrunner Delivery Service 
1 Work Sheet 





<— Who? 
«- What? 


CONNECT TO... 
ECOLOGY 


Even in the age of 
computers, accountants 
have to handle a mountain 
of forms, paperwork, and 
records. They can lessen 


their impact on the environ- 
ment by using recycled 
paper. One ton of recycled 
paper saves more than 
4,000-kilowatt hours of 
energy, 7,000 gallons of 
water, and 17 trees. 


For the Month Ended October 31, 20-- «— When? 


TRIAL BALANCE 

ASI, ACCOUNT NAME 
NO. 

1 

2 


INCOME STATEMENT 
DEBIT CREDIT DEBIT CREDIT 


BALANCE SHEET 
DEBIT CREDIT 
1 
2 


3 | i i | [ij ja 
2 3 4 5 
Figure 8-2 Six-Column Work Sheet 


The Account Name section includes a column for the account number 
and a column for the account name. The Trial Balance, Income Statement, 
and Balance Sheet sections have debit and credit amount columns. The six 
amount columns give this work sheet its name: the six-column work sheet. 


The Work Sheet Heading 


The work sheet heading contains three kinds of information: 


(1) The name of the business ( Who?) 
(2) The name of the accountinyg form ( What?) 
(3) The period covered by the work sheet (When?) 


Notice how these elements are positioned on the work sheet in Figure 
8-2. Follow this format when preparing the heading of any work sheet. 
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Rules 


ACCT. 
NO 





11} 101 
211 105 
sli 110 
All 115 
5 120 
6 125 
7 201 
8 205 
9 301 
10 302 
11 303 
12 401 
13 SOI 
14 SOS 
15 S10 
16 SIS 




















A single rule means that 
the column of figures is to 
be added or subtracted. 
Double rules mean that the 
last figure is a total and that 
no more entries are to be 
made below. 





TIPS 











ACCOUNT NAME 


Cash in Bank 


Accts. Rec.—City News 
Accts. Rec.—Green Company 


Computer Equipment 
Office Equipment 
Delivery Equipment 


Accts. Pay.—Beacon Advertising 
Accts. Pay.—North Shore Auto 
Maria Sanchez, Capital 

Maria Sanchez, Withdrawals SOOO00 


Income Summary 
Delivery Revenue 
Advertising Expense 
Maintenance Expense 
Rent Expense 
Utilities Expense 


The Work Sheet 


On the work sheet, 


name, and end-of- 


| 
| enter the number, 
| 


period balance of every 
account in the general 
ledger. 
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The Account Name and Trial Balance Sections 


Information for the Account Name and Trial Balance sections comes 
from the general ledger accounts. In Chapter 7, you prepared a trial balance 
by listing the account names and their final balances. A trial balance can be 
prepared at any time during the fiscal period to prove the general ledger. 
When a trial balance is prepared at the end of an accounting period, though, 
it is prepared as a part of the work sheet. 

Account Name Section. Look at the work sheet in Figure 8-3. 
The account numbers and names are from Roadrunner’s general ledger and 
are listed on the work sheet in the same order that they appear in the general 
ledger. The ofder is: 


e = Assets 

e Liabilities 

e Owners equity 
e Revenues 

e Expenses 


Roadrunner Delivery Service 
Work Sheet 
For the Month Ended October 31, 20-- 






TRIAL BALANCE INCOME STATEMENT BALANCE SHEET 

DEBIT CREDIT DEBIT CREDIT DEBIT CREDIT 
2112500 | 1 
145000 2 
3 
300000 4 
20000 5 
1200000 6 
7500 Nd 
1165000 8 
2540000 9 
10 
265000 || | | || 12 
7 S00 13 
60000 da 
70000 15 
12500 | 16 
17 


Figure 8-3 Work Sheet with Account Names and Trial Balance Amounts 


All the general ledger accounts are listed on the work sheet, even those 
that have a zero balance. Listing all the accounts avoids accidentally omit- 
ting an account and ensures that the work sheet contains all the accounts 
needed to prepare the financial reports. 

Trial Balance Section. The end-of-period balance in the general 
ledger for each account is entered in the appropriate amount column of the 
Trial Balance section. Accounts with debit balances are entered in the Trial 
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Balance debit column. Accounts with credit balances are entered in the Trial 
Balance credit column. If an account has a zero balance at the end ot the 
period, a line is drawn in the normal balance column. Notice in Figure 8-3 
that a line was drawn in the Trial Balance debit column for Accounts 
Receivable—Green Company. Lines were also recorded in the Trial Balance 
debit and credit columns for Income Summary since this account does not 
have a normal balance side. You'll learn more about the Income Summary 
account in Chapter 10. 


Ruling and Totaling the Trial Balance Section 


Ruling means “drawing a line.” In accounting, a single rule drawn 
under a column of amounts means that the entries above the rule are to 
be added or subtracted. After all account names and balances are entered 
on the work sheet, a single line is drawn under the last entry and across both 
amount columns of the Trial Balance section as shown in Figure 8-4. The 
debit and credit columns are now ready for totaling. If the ledger 
balances, the total debits will equal the total credits. Look again at Figure 
8-4. The totals match, with each column totaling $39,775. Since total 
debits equal total credits, a double rule is drawn across both amount columns 
just beneath the totals. This double rule means that the amounts just above 
are totals and that no other entries will be made in the Trial Balance columns. 

If the total debits do not equal the total credits, there is an error. Find and 
correct the error before completing the work sheet. Procedures for locating 
errors are discussed in Chapter 7. 


Roadrunner Delivery Service 
Work Sheet 
For the Month Ended October 31, 20-- 

oe ACCOUNT NAME 
101 Cash in Bank 
105 Accts. Rec—City News 
110 Accts. Rec—Green Company | 
11S Computer Equipment 300000 
120 Office Equipment 
125 Delivery Equipment 
201 Accts. Pay.—Beacon Advertising | 
205 Accts. Pay.—North Shore Auto 1165000 
(301. Maria Sanchez, Capital | | 2540000 
10 302 Maria Sanchez, Withdrawals 
11303. Income Summary 
12 401 Delivery Revenue 
13 SO1 Advertising Expense 
14 505 Maintenance Expense 
15 510 Rent Expense 
16 515 Utilities Expense 


me 


oOo @ ji 9 jo | wo N 





Figure 8-4 Work Sheet with Trial Balance Section Completed 
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TRIAL BALANCE INCOME STATEMENT 
DEBIT CREDIT DEBIT CREDIT 


Public Transit 

U.S. public transit 
agencies spend a total d 
nearly $22 billion a year in 


operating expenses. Buses 
consume about 58 percent 
of that amount. Heavy rail 
and commuter rail lines are 
the next two largest forms of 
public transit. 


BALANCE SHEET iH 
{| 
DEBIT CREDIT if 


oO wo — 


a» 











0 Oo N DO Ud 


oO 


1 


1 


nm 





13 
1 


a 


15 
1 


a 
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1 
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SECTION | =—Check Your Understanding. 





Now that you have studied this section, complete the following questions and problems. 










Thinking Critically 


1. What is the purpose of the work sheet? 





2. What is the purpose of ruling in accounting? 


CTR 






Communicating Accounting 


Your accounting firm, AccountFast, volunteered to provide mentors to area schools for 


accounting and math programs. As a mentor, you are assigned to work with three account- 
ing students. Your topic for this week is “Ruling and Totaling the Trial Balance.” Create a 
handout to explain and illustrate this topic. Use any company, accounts, and account bal- 
ances you wish. Remember, it is helpful to provide step-by-step instructions. 





N Problem 8-1 Entering Account Balances 
g on the Work Sheet 


The following accounts appear on the work sheet for Lee’s Bike Shop. 


Scott Lee, Withdrawals 
Maintenance Expense 
Office Supplies 


Scott Lee, Capital 
Advertising Expense 
Accts. Rec.—John Langer 


Store Equipment 

Rent Expense 

Service Fees Revenue 

Accts. Pay.—Rubino Supply 


Instructions Use a form similar to the one below in your working papers. Classify each 
account and use an “x” to indicate whether the account balance is entered in the debit or the 
credit column of the Trial Balance section. The first account is completed as an example. 


Trial Balance 


Problem 8-2 Analyzing a Source Document 


Instructions Based on the invoice 
presented here, answer the following 






Classification 







Account Name 


INVOICE NO. 220 


DATE: June 3, 20-- 
ORDER NO. PO304 
Garmot Electrical Co. SHIPPED BY: Truck 
TO 15638 Lone Star Highway TERMS: Net 30 
Plano, TX 75074 


Hailey Office Supply 
2763 East Meadow Ave 
Richardson, TX 75080 


questions in your working papers. 
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1. Which company shipped the supplies? 
> Whic ; È - nedarò 5 * ne? QTY ITEM UNIT PRICE TOTAL 
2. Which company ordered the supplies: NT ia 
3. On what date were the supplies received? 1 | BondPaper, 27361 353 393 
i : i 2 Rotary Cards, 62744 1.75 3.50 
4. What does one box of file folders cost? 4 | Fine-Tip Markers, 28733 84 3.36 
_ È . i 4 File Folders, Box 36206 6.23 24.92 
5. How many ring binders were ordered? $43.49 
; 2 su: . 5 5/20-- Sales Tax 2.17 
6. What is the invoice number: gec‘D 6/1 Total $45.66 


SECTION 2 [7 







Extending Amounts 
Across the Work Sheet 


In the previous section you learned how to prepare and prove the 
Trial Balance section of the work sheet. In this section, you will learn 
how to extend account balances across the work sheet to the Balance 
Sheet section and the Income Statement section. 


The Balance Sheet Section 

The Balance Sheet section of the work sheet contains the “balance sheet 
accounts” —asset, liability, and owner’s equity accounts. After the Trial Bal- 
ance section is proved, the next 
step is to extend, or transfer, the 
appropriate amounts to the Bal- 
ance Sheet section. To do this, 
copy the Trial Balance section 
amounts for the asset, liability, 
and owner's equity accounts to 
the appropriate Balance Sheet 
amount columns. Start with the 
first account and extend each 
account balance. Extend debit 
amounts to the Balance Sheet 
debit column. Extend credit 
amounts to the Balance Sheet 


credit column. The work sheet in Figure 8-5 shows the | 
balances extended to the Balance Sheet section. ee 
The Income Statement Section 

The next step in completing the work sheet is to extend the appro- 
priate account balances to the Income Statement section. The Income 
Statement section of the work sheet contains the revenue and expense 
accounts. After the asset, liability, and owner’s equity account balances 
are extended to the Balance Sheet section, the revenue and expense 
account balances are transferred to the Income Statement section. 
Because revenue accounts have a normal credit balance, revenue account 
balances are extended to the credit column of the Income Statement 
section. Since expense accounts have a normal debit balance, expense 
account balances are transferred to the debit column of the Income State- 
ment section. Notice the amounts in the debit and credit columns of the 
Income Statement section in Figure 8-6. 





-——— 


What You'll Learn 


e How to extend amounts 
to the Balance Sheet 
and Income Statement 
sections. 

* The importance of the 
matching principle. 

¢« How to calculate and 
show the net income or 
net loss on the work 
sheet. 


Why It's Important 


Preparing the work 
sheet helps you under- 
stand the relationship of all 
ledger accounts and where 
they are reported. 


matching principle 


net income 
net loss 
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Roadrunner Delivery Service 
Work Sheet 
For the Month Ended October 31, 20-- 


ACCT TRIAL BALANCE INCOME STATEMENT BALANCE SHEET 
NO ACCOUNT NAME 
DEBIT CREDIT —DEBIT CREDIT DEBIT CREDIT 


2112500 





101 Cash in Bank 
10S Accts. Rec.—City News 
110 Accts. Rec.—Green Company 


oOo nwo — 


4 11S Computer Equipment 
5 120 Office Equipment 

6 125 Delivery Equipment 2 1200000 | | 
7 201 Accts: Pay.—Beacon Advertising 
8 20S Accts. Pay.—North Shore Auto 
9 301 Maria Sanchez, Capital 

10 302 Maria Sanchez, Withdrawals 

11| 303 Income Summary 14 se a ee LL LL 
12 401 Delivery Revenue 

13 SO] Advertising Expense 
Maintenance Expense 
15 SIO Rent Expense 

16 SIS Utilities Expense 


pater ee. 
tT 





Figure 8-5 Work Sheet with Trial Balance Amounts Extended to Balance Sheet Section 


Roadrunner Delivery Service 
Work Sheet 
For the Month Ended October 31, 20-- 










ACCT TRIAL BALANCE INCOME STATEMENT BALANCE SHEET 
me AO DEBIT = CREO) 00 DEBT I CREDIT DEBITO I CREDIT 
1 101 Cash in Bank 2112500. | | mE 
2 10S Accts. Rec.—City News 145000 | Bull: Ila 
3 110 Accts. Rec.—Green Company | | |. 3 
4 115 Computer Equipment Le {| 4 
s 120 Office Equipment ii} iis 
6 125 Delivery Equipment [| 6 
7 201 Accts. Pay—Beacon Advertising = | || | | AS}IOO; |) i 00 7 
8 205 Accts. Pay.—North Shore Auto Patel 1165000 8 
9 301 Maria Sanchez, Capital rat 2540000 3 
10 302 Maria Sanchez, Withdrawals id | | 10 
11 303. Income Summary iF i 1 
12 401 Delivery Revenue | | 12 
13 SOI Advertising Expense _75|00 13 
14 SOS Maintenance Expense 60 00 14 
15 510 Rent Expense 70 00 15 
16 SIS Utilities Expense 12500 I: 16 
17 39 |1z 
18 118 





Figure 8-6 Work Sheet with Trial Balance Amounts Extended to Income Statement Section 
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Totaling the Income Statement and 
Balance Sheet Sections 


After all the amounts in the Trial Balance section are extended to the 
Balance Sheet and Income Statement sections, each section is totaled. A 
single rule is drawn across the four debit and credit columns to indicate that 
the columns are ready to be added. Look now at Figure 8-7. After the four 
columns are totaled, notice that the debit and credit columns in each 
section are not equal. Unlike the Trial Balance section debit and credit 
totals, the column totals in these two sections will not be equal until the 























net income or net loss for the period is added. 
Roadrunner Delivery Service 
Work Sheet | 
For the Month Ended October 31, 20-- 
ACCT. TRIAL BALANCE INCOME STATEMENT BALANCE SHEET 
oe | SE DEBIT CREDIT DEBIT CREDIT DEBIT CREDIT 
ill 101 Cash in Bank 21|125|00 | 21|125|00 1 
2105 Accts. Rec—City News 145000 145000 2 | 
3 110 Accts. Rec.—Green Company 3 Il 
4 115 Computer Equipment 300000 | 300000 4 | 
s 120 Office Equipment 20000 | 0000 5 | 
6 125 Delivery Equipment 1200000 1200000 6 
7 201 Accts. Pay.—Beacon Advertising 7500 7500 7 | 
8 205 Accts. Pay.—North Shore Auto 1165000 1165000 8 | 
9 301 Maria Sanchez, Capital 2540000 | 2540000 9 Il 
10 302 Maria Sanchez, Withdrawals 50000 | 50000 10 | 
t1 303 Income Summary 11 | 
12 401 Delivery Revenue 265000 265000 12 | 
13 SOI Advertising Expense 7500 7500 13 | 
14 SOS) Maintenance Expense 60000 60000 14 | 
15 S10 Rent Expense 70000 70000 15 | 
ie S15 Utilities Expense 12500 12500 16 | | 
7 3977500 3977500 150000 265000 3827500 3712500 17 || 
18° Tit [IL 18 
Figure 8-7 Work Sheet with Income Statement and Balance Sheet Sections Totaled il 
| 
Showing Net Income | 
| 
on the Work Sheet | 
The Income Statement section of the work sheet includes both the revenue | 
and the expenses for the period. In accounting, expenses incurred in an 





accounting period are matched with the revenue earned during the same | | 
period. This comparison is referred to as the ‘matching principle . Matching | 
expenses of a period with revenue of the same period provides a reliable 
measure of profit, because it shows the cost (expense) of producing the revenue. || 
This information helps the business owner or manager analyze results and | 
then make decisions. 
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ACCT 
NO 


ill 1OI 
2 105 
3 110 
4 115 
5 120 
6 125 
7 201 
8 205 
9 301 
10 302 
11 303 
12 401 
13 SO] 
14 SOS 
15 S10 
16 515 


ACCOUNT NAME 


Cash in Bank 


Accts. Rec.—City News 
Accts. Rec.—Green Company 





After the Income Statement section columns are totaled, total expenses 
(the debit column total) are subtracted from total revenue (the credit 
column total) to find the net income. Net income is the amount of revenue 
that remains after expenses for the period are subtracted. Net income is 
entered as a debit at the bottom of the Income Statement section of the work 
sheet. Look at Figure 8-8. Roadrunner’s net income is $1,150. 


1. Skip a line after the last account and write the words “Net Income” in 
the Account Name column. A 

2. On the same line, enter the net income amount in the Income 
statement debit column. B 

3. On the same line, enter the net income amount in the Balance sheet 
credit column. C 


Roadrunner Delivery Service 
Work Sheet 
For the Month Ended October 31, 20-- 


Computer Equipment 

Office Equipment 

Delivery Equipment 

Accts. Pay.—Beacon Advertising 
Accts. Pay.—North Shore Auto 
Maria Sanchez, Capital 

Maria Sanchez, Withdrawals 
Income Summary 

Delivery Revenue 

Advertising Expense 
Maintenance Expense 








Kent Expense 


Utilities Expense 


Net Income 


| 


A 





















TRIAL BALANCE INCOME STATEMENT BALANCE SHEET 

DEBIT CREDIT DEBIT | CREDIT || DEBIT | CREDIT 
2112500 [| LL| | 2akleSlo) [I] | 
145000 di | | 145000. LL la 
LI L. DL 
| LI |_| 0100, [| Ila 
| LI | ooo || {| | s 
DL | | | 10000) ___||L| |\e 
75,00 | LU | 75 00 7 
1165000 LI | «| 11650000 8 
2540000 LI LI «|. 25400000 s 
| L| 000 || 10 
I ui i Lin 
265000 HELL (he 
| 1 14 
| | Il | | AS 
| 2 | | | 16 
3977500 3977500 150000 265000 ‘500. 37125|00 17 
115900 | || | 115000 16 
; t+4—}—_4-+ ea 

B C 


Figure 8-8 Partial Work Sheet with Net Income 
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The amount of net income is also reflected in the Balance Sheet section of 
the work sheet. Remember, revenue and expense accounts are temporary 
capital accounts. As you can see in Figure 8-9, revenues increase capital, while 
expenses decrease capital. Net income, therefore, increases capital since 
revenues exceed expenses. During the accounting period, revenue and expense 
amounts are recorded in the temporary capital accounts (like Delivery Rev- 
enue and Utilities Expense). At the end of the period, net income is transferred 
to the owner’s capital account. Since the capital account is increased by credits, 
the amount of the net income is entered in the credit column of the Balance 
Sheet section of the work sheet. 


The Six-Column Work Sheet 


The Effects of Income or Loss on Capital 





e 5 





Expenses = Net income Capital increases 


IERI 


TITTI ZII OPA TITTI IAT PAT 











Revenues Expenses = Nes Loss 


ARTEL ERENT LOI ILO IIE IE TEP NET HET TENTION 






Capital decreases 


n. rene RE NY. 


soap ee 


Figure 8-9 The Effects of Income or Loss on Capital 


To check the accuracy of the net income amount in the Balance Sheet 
section, subtract the total of the credit column from the total of the debit col- 
umn. If the result equals the net income computed in the Income Statement 
section, enter the net income in the credit column of the Balance Sheet sec- 
tion. If the result does not equal net income, there is an error. Before con- 
tinuing, you must find and correct the error. To find the error, check that 
the amounts from the Trial Balance section are extended correctly and that NY PI 
the totals of all columns are added correctly. 


Writing Formulas 


Completing the Work Sheet 


Spreadsheet programs 
The completed work sheet for Roadrunner is shown in Figure 8-10. To use formulas to make 
complete the Income Statement and Balance Sheet sections, follow these calculations. 
steps: * Formulas must be 
identified to distinguish 
1. On the line under the net income amount, draw a single rule across the them from data entered 
four columns. D in the spreadsheet. 
2. In the Income Statement section debit column, add the net income * Most programs require 
amount to the previous total and enter the new total. Bring down the formulas to be preceded 
total of the Income Statement section credit column. Total debits should by =, +, or @. 





equal total credits. E 
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ACCOUNT NAME 


Roadrunner Delivery Service 


Work Sheet 


For the Month Ended October 31, 20-- 


TRIAL BALANCE 








INCOME STATEMENT 





BALANCE SHEET 
DEBIT 


CREDIT 






1165000 
2540000 
500.00 




























217/5100|| 371/25 
1150 
































| | DEBIT CREDIT DEBIT CREDIT 
| 101 Cash in Bank 2112500 | 2 
ll 105 Accts. Receivable—City News 145000 
| | 3 110 Accts. Receivable—Green Company 
| 1 11S Computer Equipment 300000 
|| | s 120 Office Equipment 20000 
| | 6 125 Delivery Equipment 1200000 12 
| ; 201 Accts. Payable—Beacon Advertising i 7 5\00 
HH] | 8 20S Accounts Pay.—North Shore Auto 1165000 
| 9 301. Maria Sanchez, Capital 2540000 
10 302) Maria Sanchez, Withdrawals 500.00 
11 303 Income Summary | 5 
| 12 401 Delivery Revenue 265000 265000 
| 13 SOL Advertising Expense 7500 7500 
| | 14 505 Maintenance Expense 60000 60000 
15 SIO Rent Expense 70000 7 0000 
| | 16 S15 Utilities Expense lrzsoo__|. | l1lziso0) _|LUL 
Hil | 17 3977500. 39\775\00 150000 265000 38 
| 18 Net Income 115000 
| 19 2650 
| 0) 
| A BD E 


Se 


— SACCOUNTING 


nternational 





Misinterpreting 
Gestures 

When conducting busi- 
ness in another country, 
remember that gestures 
which are common in the 
U.S. are sometimes offen- 
sive to other cultures. For 
example, the good luck 
symbol (crossing one's 
fingers) and the okay 
symbol (the thumb and 
forefinger making a circle) 
are considered rude in 
Paraguay. 


MII 
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Figure 8-10 Completed Work Sheet 


3. In the Balance Sheet section credit column, add net income to the 


previous total and enter the new total. Bring down the total of the 


Balance Sheet section debit column. The total debit amount should 


equal the total credit amount. F 


under the four column totals. The double rule indicates that the debit 


and credit columns are equal and that no more amounts are to be 


entered in these columns. G 


Showing a 
Net Loss on the 
Work Sheet 


When total expenses are 
greater than total revenue, a 
occurs. A net loss 





decreases owner’s equity. This 
decrease is shown as a debit to 
the capital account. On the work 


sheet when a net loss occurs, the 





9 


In the Balance Sheet and Income Statement sections, draw a double rule 


Income Statement section debit column total (total expenses) is greater than 


the Income Statement section credit column total (total revenue). The steps 


Phe Six-Column Work Sheet 


to complete the work sheet are the same as described for Net Income except 
that the words “Net Loss” are written in the Account Name column and the 
net loss amount is entered in the credit column of the Income Statement sec- 
tion and the debit column of the Balance Sheet section. The partial work 


sheet in Figure 8-11 shows a net loss. Expenses exceed revenue by $746. 


14. SOL Maintenance Expense 
15 S10 Rent Expense 
16 515 Utilities Expense 





18 Net Loss 











A 
Figure 8-11 Partial Work Sheet Showing a Net Loss 


A Review of the Steps in Preparing a ACCOUNTING 
Six-Column Work Sheet ‘Flashbacks. 
Follow these steps when preparing a six-column work sheet: 
ACCOUNTING HALL 
1. Write the heading on the work sheet. OF FAME 
2. In the Account Name and Trial Balance sections, enter the account The Accounting Hall of 
numbers, names, and balances for all accounts in the general ledger. Fame was established at 
3. Prove the equality of total debits and total credits in the Trial Ohio State University in 


Balance section. 1950. It honors accountants 


4. Extend the amounts of the Trial Balance section to the appropriate who have contributed to the 
advancement of accounting. 





columns in the Balance Sheet and Income Statement sections. 
5. Total the columns in the Income Statement and Balance Sheet sections. 
6. Determine the amount of the net income or the net loss for the period. 
7. Enter the amount of the net income or the net loss in the appropriate 
columns in the Income Statement and Balance Sheet sections. 
8. Total and rule the Income Statement and Balance Sheet sections. 











A MATTER OF ETHICS 


Padding Expense Accounts Ethical Decision Making: 


ae e at are ical i ? 
Imagine that you're an auditor for an account- What are the ethical issues: 


ing firm like Arthur Andersen. You and a co-worker, What are the alternatives? 
Mark, have been sent to Chicago to perform an 
audit. You have an allowance of $200 a day to 
cover lodging, meals, and transportation. At the How do the alternatives affect 
end of the trip, you are to turn in an expense the parties? 

account report detailing how you spent the allow- 
ance. Mark adds a few dollars to each of his 
expenses so he can have some extra cash. You 
figure that the firm won't miss a few dollars, so 
you consider doing the same. 





Who are the affected parties? 





What would you do? 
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SECTION 2 Check Your Understanding | 





Now that you have studied this section, complete the following questions and problem. 








il E Thinking Critically 






1. Explain the matching principle. 





| 
| | ‘ 2. What is the effect of net income on the capital account? 


‘Computing in the Business World 


For Art’s Sake is a sole proprietorship that sells artwork. 






Even though the operating costs are low, the business relies on steady sales to make a profit. 
The first two quarterly financial statements for this year have been grim. Using the revenue 
and expense information for the third quarter, calculate the net profit or loss. (Balances of 
the Accounts Receivable accounts represent third-quarter revenue.) Compare the third quar- 
ter figure with the figures from the first and second quarters. What do you predict the future 
of For Art’s Sake will be? 


Third Quarter 








Rent Expense $2,000 

Utilities Expense 800 

Advertising Expense 3,000 

| Maintenance Expense 1,200 
| | Accounts Receivable—Sammy Wong 500 
| | Accounts Receivable—The Artist Collection 5,525 
| Accounts Receivable—Vera Samuels 3,200 
Second Quarter Net Loss = $2,000 





First Quarter Net Loss = $1,200 


Problem 8-3 Extending Amounts Across the Work Sheet 


Il x The following account balances appear in the Account Name section of the work sheet 








for Lee’s Bike Shop. 





Store Equipment Advertising Expense 
Rent Expense Accounts Receivable—John Langer 
Service Fees Revenue Scott Lee, Withdrawals 
Accounts Payable—Rubino Supply Maintenance Expense 
| Scott Lee, Capital Office Supplies 


Instructions Use a form similar to the one below in your working papers or on a separate 
sheet of paper. For the above accounts, enter an “X” in the column where the account balance 
is transferred. The first account has been completed as an example. 


Income Statement Balance Sheet 
Account Name ; - SE 


Li 









Store Equipment 
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l. 






HERE IU] 





KEY CONCEPTS 





Preparing a work sheet is the sixth step in the accounting cycle. 


2. A work sheet gathers all the information needed to complete the end-of-period work. 


3. 


n 


di 


10. 


The work sheet heading contains three kinds of information: 


—r_ ri 
Name of 


i . the business _/ 
The fiscal period 


covered by the 


work sheet Name of the 


accounting form 





LESS 





SS eae ee SES 


. The Account Name section of the work sheet lists all general ledger account names, along with 


the account numbers. 

Complete the Trial Balance section of the work sheet first. Total debits and total credits in the 
Trial Balance section must be equal. 

Extend amounts from the Trial Balance section to the Balance Sheet section and then to the 
Income Statement section. 

Use the work sheet to calculate the net income or net loss for the period. A net income results 
when revenue is greater than expenses. A net loss results when expenses are greater than 
revenue. 

Show a net income as a debit on the Income Statement section and as a credit on the Balance 
Sheet section. 












Income Statement Balance Sheet 
Account 0 pet | 


Show a net loss as a credit on the Income Statement section and as a debit on the Balance Sheet 
section. 










Sea ace Sheet 
|  Debit_ | C | Credit | | Debit | C | Credit © 


A double rule means that the amount immediately above is a total and that no additional 
amounts will be entered in the amount column. 


Income na 








Account NEDIE peste | 
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You just finished the work sheet for the third quarter and it 
looks like your company will make considerable profits. In the 


second quarter the company had experienced a net loss. On a 


separate sheet of paper, write a memo to.your boss, Tonya 


Newman, asking her to review your trial balance and work sheet. 


Use the terms listed below in your memo. 


matching principle ruling 
net income work sheet 


net loss 





Understanding Accounting 
Concepts and Procedures 





Instructions 
On a separate sheet of paper, answer the following questions: 
. Preparing the work sheet is which step of the accounting cycle? 
. Explain why a work sheet is prepared. 
. List the items that should be included in the work sheet heading. 
. Name and briefly describe the five parts of a six-column work sheet. 
5. In what order are the account names listed on the work sheet? 
. Why are all accounts, including those with zero balances, listed on the work sheet? 


. What does the Trial Balance section of the work sheet prove when it has been totaled and 
ruled? 


. Which types of accounts are extended to the Balance Sheet section of the work sheet? 


. Which types of accounts are extended to the Income Statement section of the work sheet? 


. Why is the matching principle important? 

. Explain how to record net income on the work sheet. 
2. Explain how to record a net loss on the work sheet. 

. What effect does net income have on owner's equity? 

. What effect does a net loss have on owner's equity? 


. What does a double rule on the work sheet indicate? 
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Case Study... 


Service Business: Advertising Agency 
You work for Creative Advertising as an assistant to 


the company’s accountant. You’re preparing a work 
sheet for the month of July. The trial balance totals 
are $127,750 and you’ve extended the account 
balances to the amount columns in the Balance Sheet 
and Income Statement sections. After adding the 
Balance Sheet and Income Statement columns and 
calculating net income, you find that the totals do 
not balance. 


Thinking Critically: 

1. What steps would you take to find the problem? 

2. Provide a likely reason why the net income 
amounts do not match. 


Conducting an Audit with Alex 


Instructions The trial balance below is out 
of balance. Find and correct the errors, re-total 
the debit and credit columns, and prove the 

correctness of the account balances. 


ACCT. 
NO 


101. Cash in Bank 

105. Accts. Rec—Jon Vasi 
110. Accts. Rec—Sheila Henry 
115. Accts. Rec—Frank Gawle 
120. Supplies 

125. Office Furniture 

130. Store Equipment 


ACCOUNT NAME CREDIT 


135. Computer Equipment 

205 Accts. Pay.—Westport Supply 
210. Accts. Pay.—Bradley Co. 

215. Accts. Pay.—Jackson Brothers 
301. James Haily, Capital 

302. James Haily, Withdrawals 
303. Income Summary 








405 Delivery Revenue 
410. Repair Revenue 7203 00 
SO1 Advertising Expense | 600 00 


| 
SOS Maintenance Expense 38 4/00 


510 Miscellaneous Expense Z 6100 
S15 Rent Expense 2/30 0| 00 
520. Repair Expense 3.05 00 | 
525 Utilities Expense | 518 00 

28/17 8|00 26|\698 00 











WV A TTL) 


inter NET 


The Big Five 

The largest public accounting 
firms are often referred to as the 
“Big Five.” These firms practice 
internationally and provide ac- 
counting and business services to 
clients of all sizes. 


Do This: 

1. Consult the AICPA Web site, or 
other accounting-related Web 
sites to find the names of the 
“Big Five” firms. 


N 


. List the Web site for each firm. 
3. Do any of these firms have 
otfices near you? If so, where are 
these offices located? 








Workplace Skills 


Understanding Social and 
Organizational Systems 
e Can you read and interpret a company’s 
organizational chart? 
Can you identify who reports to whom? 
If you can answer “yes” to these questions, 
then you can probably work and operate 
effectively within an organizational system. 


On the Job: 

Your employer, The Teen Scene, was just 
bought out by a large, national clothing chain— 
Natural Fibers. The buyout has created a massive 
reorganization. 

Thinking Critically: 

1. The change from a small clothing store to a 
national chain store has affected employee 
morale. What do you think would help build 
loyalty to Natural Fibers? 

. How would an organizational chart that 
depicts who reports to whom help with the 
transition? 
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The Trial Balance 


Making the Transition from a Manual to a Computerized System 


Preparing the trial . After all journal entries have been 1. Although the Trial Balance is not 
balance posted and all general ledger necessary to check the equality of 
balances have been updated, list debits and credits since out-of- 
account names and balances on two balance entries cannot be posted, it is 
column accounting stationery. one of the most commonly used 
. List debit balances in one column accounting statements. It provides a 
and credit balances in the other. clear list format for reviewing 
. Add all debit balances. accounts. 
4. Add all credit balances. 
. Compare the totals. If totals are not 
in balance, locate and correct any 
journalizing or posting errors. 
. The trial balance is correct when 
total debits equal total credits. 


Peachtree Question 


How do I generate a trial balance 
in Peachtree? 


What does the software do 
“behind the scenes?” 


Description 


. Select General Ledger from the Reports menu. 
. Select Trial Balance from the reports list. 
. Click Print. 


The software automatically pulls up all account names and their 
current balances and lists them on a preformatted report. 
The software will not allow an out-of-balance journal entry to be 
posted. Therefore, the accounting records stay in balance. 
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HA tah 


APPLICATION OPTIONS 


Complete chapter 





x 


eeiteee Problem 8-4 Preparing a 
PROPER 


OBLEM 


The ending balances in the general ledger accounts of Wilderness 


Rentals for the period ended May 31 follow. 


101 Cash in Bank 

105 Accts. Rec.—Helen Katz 
110 = Accts. Rec.—Polk and Co. 
115 Office Supplies 

120 Office Equipment 

is Camping Equipment 





Six-Column Work Sheet 


Debit 


Balances 


$5,814 
717 
590 
847 
4,360 
6,130 


201 Accts. Pay.—Adventure Equipment Inc. 


203 Accts. Pay.—Digital Tech Computers 


205 Accts. Pay.—Greg Mollaro 
301 Ronald Hicks, Capital 

305 Ronald Hicks, Withdrawals 
310 Income Summary 

401 Equipment Rental Revenue 
501 Advertising Expense 

505 Maintenance Expense 

515 Rent Expense 

SES Utilities Expense 


Instructions Prepare a work sheet for the 

period ended May 31. 

1. Write the heading on the work sheet. 

2. List all of the accounts in the Account 
Name and Trial Balance sections. For each 
account, include the account number, 
name, and balance. 

3. Total and rule the Trial Balance section. 


1,200 


1,940 
1,083 
3,500 
2,164 





problems one of three 











ways: 
Manual Glencoe 
Working Papers 
or 
Credit Peachtree for 
Balances Windows Software 
or 
Spreadsheet 
Templates 
— (Prob. 8-4, 8-8) 
$ 1,680 
3,554 a 
635 i at 
12,760 3 ADSHEET 
SMART GUIDE 
9,716 Step-by-Step Instructions: 


Problem 8-4 


1. Select the spreadsheet 
template for Problem 
8-4. 

2. Enter your name and 
the date in the spaces 
provided on the 
template. 

3. Complete the spread- 
sheet using the 
instructions in your 
working papers. 

4. Print the spreadsheet 
and proof your work. 

5. Save your work and exit 
the spreadsheet program. 


Do total debits equal total credits? If not, find and correct the problem 


before continuing. 


4. Extend the appropriate amounts to the Balance Sheet section. 


5. Extend the appropriate amounts to the Income Statement section. 
6. Total the amount columns in the Income Statement and Balance Sheet 


sections. 


7. Enter the amount of net income or net loss in the appropriate columns in 
the Income Statement and Balance Sheet sections. 
8. Total and rule the Income Statement and Balance Sheet sections. 


Analyze: What is the net income or net loss for the period? 
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CORTEI: 


SMART GUIDE 





Step-by-Step Instructions: 
Problem 8-5 


1. Select the problem set 
for Hot Suds Car Wash 
(Prob. 8-5). 

2. Rename the company 
and set the system date. 

3. Print a General Ledger 
Trial Balance. 

4. End the session. 


TIP: As a shortcut, you can 
choose to print the trial 
balance from the General 
Ledger Navigation Aid. 


dl PEACHTREE 


eta 





Step-by-Step Instructions: 
Problem 8-6 


1. Select the problem set 


for Kits & Pups Grooming 


(Prob. 8-6). 

2. Rename the company 
and set the system date. 

3. Print a General Ledger 
Trial Balance. 

4. End the session. 
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The general ledger for Hot Suds Car Wash shows the following account 


balances on May 31, the end of the period. 


101 
105 
110 
LIS 
120 
[25 
130 
135 
201 
205 
301 
305 
310 
401 
405 
410 
SO1 
SOS 
STO 
520 
530 


Instructions Prepare a work sheet for Hot Suds Car 


Cash in Bank 

Accts. Rec.—Linda Brown 
Aécts. Rec.—Valley Auto 
Detailing Supplies 

Detergent Supplies 

Office Equipment 

Office Furniture 

Car Wash Equipment 

Accts. Pay.—Allen Vacuum Systems 
Accts. Pay.—O'Brian's Office Supply 
Regina Delgado, Capital 
Regina Delgado, Withdrawals 
Income Summary 

Wash Revenue 

Wax Revenue 

Interior Detailing Revenue 
Advertising Expense 
Equipment Rental Expense 
Maintenance Expense 

Rent Expense 

Utilities Expense 


Wash in your working papers. 


Analyze: Why are there three revenue accounts? 


Problem 8-6 Preparing a 


Six-Column Work Sheet 


The account balances in the general ledger of Kits & Pups Grooming at 


the end of May are: 


101 
105 
110 
115 
120 
125 
130 
135 
140 
145 
201 
205 
207 
301 


Problems 


Cash in Bank 

Accts. Rec.—Juan Alvarez 
Accts. Rec.—Nathan Carlsbad 
Accts. Rec.—Martha Giles 
Grooming Supplies 

Office Equipment 

Office Furniture 

Computer Equipment 
Grooming Equipment 
Kennel Equipment 

Accts. Pay.—Able Store Equipment 
Accts. Pay.—Dogs & Cats Inc. 
Accts. Pay.—Pet Gourmet 
Abe Shultz, Capital 


CHAPTER & PROBLEMS 


Problem 8-5 Preparing a Six-Column Work Sheet 


$9,400 
429 
aie 
694 
418 
15,195 
2029 
7,486 
4,346 
2,730 
26,530 
2,500 


7,957 
3,007 
2,970 
1,940 
3,836 
1,424 
3,500 

639 





$11,194 


aoe 
547 
1,450 
842 
4,147 
935 
2,200 
1,948 
7,305 
7,945 
1,205 
2,846 
23,048 













ae tL aN 








305 Abe Shultz, Withdrawals 2,500 i PEACHTREE 

310 Income Summary —_ 

401 Boarding Revenue 11,596 matin Bin 

405 Grooming Revenue 4,496 Step-by-Step Instructions: 

SO] Advertising Expense 3/09 Problem 8-7 

505 Equipment Repair Expense 932 1. Select the problem set 

510 Maintenance Expense 2,658 for Outback Guide 

520 Rent Expense 7,500 Service (Prob. 8-7). 

530 Utilities Expense 2,946 ea ui 
Instructions Prepare a work sheet for the month ended May 31 for Kits 3. Print a General Ledger 

Trial Balance. 


& Pups Grooming in your working papers. . 
. Sa ou! SERI 4. Endthe session. 


Analyze: The balances of revenue and expense accounts are extended to 


which work sheet section? 





Problem 8-7 Preparing a Six-Column Work Sheet 


The general ledger account balances on May 31 for 
Outback Guide Service are: 





101 Cash in Bank $ 2,834 

LOS Accts. Rec.—Mary Johnson 384 

125 Office Supplies 307 

130 — Office Equipment 9,902 

135 Office Furniture 2,804 

140 Computer Equipment 3290 

145 Hiking Equipment 922 

150 Rafting Equipment Bool 

205 Accts. Pay.—Peak Equipment Inc. 1,204 a cxonesgopeente 

301 Juanita Ortega, Capital 20,419 

302 Juanita Ortega, Withdrawals 1,800 ; ADSHEET 

310 Income Summary — SMART GUIDE 

401 Guide Service Revenue 91/9 . 

501. Advertising Expense 795 ie Instructions; 

SOS Maintenance Expense [25 

515 Rent Expense 2,000 1. go 

525 Utilities Expense 1,283 sia 
Instructions Prepare a work sheet for Outback Guide Service for the 2: IEP your name ana 

i / j the date in the spaces 
period ended May 31 in your working papers. provided on the 

template. 


. Aas x È nu o sale accasa) 
Analyze: What is the total of all of Outback's assets: 3. Complete the spread- 


i sheet using the 

, i dC . t cti a 
Problem 8-8 Completing re A i" 
the Work Sheet 4. Print the spreadsheet 


and proof your work. 
The work sheet for Job Connect appears in your working papers. The 







5. Save your work and exit 
/ the spreadsheet program. 
amounts that have been entered are correct. Several amounts, however, are 


missing from various columns. 
Instructions Calculate all missing amounts and complete the work sheet. 
Analyze: What is the net income or net loss for Job Connect? 
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Learning Objectives 


| | When you have completed this 
| | chapter, you will be able to: 


> Explain the purpose of the 
income statement. 


v 


Prepare an income statement. 


> Explain the purpose of a 
statement of changes in 
owner's equity. 


> Prepare a statement of changes 
in owner's equity. 


> Explain the purpose of the 
balance sheet. 


> Explain and compute the return 
on sales percentage. 


> Calculate liquidity ratios and 
explain their function. 


> Prepare a balance sheet. 


» Define the accounting terms 
introduced in this chapter. 
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IS 


7 | though their purpose is not to earn a profit? 


New England Aquarium 


Financial Statements for a Sole Proprietorship 





Financial 


i € Statementsfora 
E Sole Proprietorship 





Exploring the Real World of Business 


PREPARING FINANCIAL REPORTS 





Imagine yourself just inches from the jaws of a shark—of course, 
from behind a thick glass wall. 

The New England Aquarium in Boston allows you to do 
just that. Public aquariums date from the mid-1800s when it was 
discovered that marine life could live in glass containers. Modern 
aquariums do much more than just exhibit various forms of marine 
life, though. The New England Aquarium also supports 
projects that protect endangered whales and conserve coral reefs in 
the Indian Ocean. Staff members rescue hundreds of stranded seals, 
dolphins, whales, and turtles from local beaches each year. 

As a public organization, the New England Aquarium 
funds its operations in several different ways. Sources of funds 
include memberships sold to the general public, admission fees, 
sales of Aquarium-sponsored books and films, and grants from 
corporate sponsors like Fleet Bank or Pepsi. The Aquarium’s 
financial statements show the amounts of revenue from each source 
as well as how that revenue was spent during the year. 


What do you think? 
Why is it important for the New England 
Aquarium to prepare financial statements even 

















Workplace Connections 


Asole proprietorship can ry 
be a small business with a few 
employees or a large business with 
thousands of employees. In a small 
business, one person may handle the 
accounting duties. A larger business might have 
several employees working in an accounting 
LS department. Whether large or small, the 
FAN preparation of financial statements is an 
important task. 


D 


nvestigate: 
Do you work for a sole proprietorship, a 
corporation, or a partnership? 
In your work location, approximately how 
many people are employed? 
3. If you were an accountant, do you think 
you would prefer to work for a large 
organization or a small one? Why? 
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What You'll Learn 


¢ Why financial 
statements are 
important for business 
decisions. 

* The purpose of the 
income statement. 

* How to prepare an 
income statement. 


Why It's Important 


Financial statements 
provide the essential 
financial information 
necessary for sound 
management decisions. 
The income statement 
communicates important 
details about profitability 
to a business owner. 


[| Key BS 


financial statements 


income statement 


Figure 9-] 


( 


204 


Chapter 9 





ma AL 


The Income Statement 


lo operate a business profitably, a 
business owner needs to have current 
financial information. Businesses rang- 
ing from Mobil Corporation to a rural 
dairv farm must organize financial in- 
formation to evaluate profits or losses. 


Financial statements are prepared 


to summarize the changes resulting 





trom business transactions that occur during an accounting period. As 
vou can see from Figure 9-1, the preparation of financial statements is 


the seventh step in the accounting cvcle. 


Journalize 
each transaction 


Analyze each 


transaction 
Collect and verify i 


source documents 


Post to 
the ledger 





Prepare a 


Prepare a 
work sheet P 


post-cl trial balance 


— O D 


Journalize and post 
closing entries 


Prepare financial 
statements 


Financial Statements 


[he primary financial statements prepared for a sole proprietorship 


are the income statement and the balance sheet. A third statement, the 
statement of changes in owner's equity, is also often prepared. The finan- 
cial statements may be handwritten or typed but most often are prepared 
Ona 


computer. When using a computerized accounting system, the 


yrmation for preparing the financial statements is stored in the 


statements I a sole Proprnetorsni] 





computer. When a business owner needs financial 
statements, he or she can use the computer to gener- 
ate them without first preparing a work sheet. Let's 
look at how these statements are prepared and the 
information that is shown on each of them. 


The Income Statement 
The income statement reports the net income 


or net loss for the period. As you recall from Chapter 8, net income or net 





loss is the difference between total revenue and total expenses. The main 
purpose of the income statement is to provide a report of the revenue earned 
and the expenses incurred over a specific period of time. For this reason, it 
is sometimes called a “profit-and-loss statement” or an “earnings statement.” Earnings 

The income statement contains the following sections: Not-for-profit 
organizations earn about 6 


e the heading 
percent, or under $400 


e the revenue for the period 


billion, of total U.S. national 
income. For-profit 
organizations earn around 


The Heading 78 percent, with government 


accounting for the rest. 


e the expenses for the period 
e the netincomeor net loss for the period 


Like the work sheet heading, the heading of an income statement has 
three parts: 


1. The name of the business (Who?) 
2. The name of the report (What?) 
3. The period covered (When?) 
The heading for the Roadrunner Delivery Service income statement is 
shown in Figure 9-2. Each line of the heading is centered on the width of 
the statement. 


Roadrunner Delivery Service «€ 0 (Who?) 


Income Statement 
O (What?) 


For the Month Ended October 31, 20-- icone e SNAONE, 
| | | | © (When?) 


Figure 9-2 The Heading for an Income Statement 







When preparing an income statement heading, be sure to follow 
the wording and capitalization shown in Figure 9-2. The word- 
ing of the date line is especially important. The reporting period 
will vary from business to business and must be clearly identified. 

When preparing financial statements, a business owner uses 
the same fiscal periods year after year. This consistency allows the 
owner to compare and analyze the data on financial statements from 
one period to the next. This comparison is difficult if one statement 
covers a period of one month while another statement covers a period 
of six months. 
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Figure 9-3 Preparing an 
Income Statement 


ACCT. 
NO 


1 || 101 
2 105 
3 110 
4 115 
5 120 
6 125 
7\| 201 
8 205 
9 301 
10 302 
11 || 303 
12 401 
13 SOI 
14 505 
is 510 
16 6 SIS 


ACCOUNT NAME 


Cash in Bank 

Accts. Rec.—City News 
Accts. Rec. 
Computer Equipment 
Office Equipment 
Delivery Equipment 





Accts. Pay.—Beacon Advertising 
Accts. Pay.—North Shore Auto 


Maria Sanchez, Capital 


Maria Sanchez, Withdrawals 


Income Summary 
Delivery Revenue 
Advertising Expense 
Maintenance Expense 
Kent Expense 

Utilities Expense 


Net Income 


Revenue: A 


Delivery Revenue B 


| Expenses: D 


Advertising Expense | (7(5|00 | 
Maintenance Expense ER Il 6 0 000, 
Rent Expense Il Z| 0 0 00, 
Utilities Expense | 112 5 00 


Total Expenses G 


Net Income K 


Green Company 








Reporting Period ~ Wording of Date Line 


For the Month Ended October 31, 20-- 
For the Quarter Ended March 30, 20-- 
For the Year Ended June 30, 20-- 






One month 





One quarter 





One year 


The Revenue Section 


After the heading is complete, enter the revenue earned for the period. 
Look at Figure 9-3. The Income Statement section of the work sheet is the 
information source used in preparing the income statement. 


Roadrunner Delivery Service 
Work Sheet 
For the Month Ended October 31, 20-- 


TRIAL BALANCE INCOME STATEMENT BALANCE SHEET 
DEBIT CREDIT DEBIT CREDIT | DEBIT CREDIT Il 
21|12500 | (DI | 2z1izsbo, ||| la 
145000 [| [| [| 145000 


7500 
1165000 
25 40000 


| 1165000 « 
2540000 3 





37500 177300 1 





Roadrunner Delivery Service 
Income Statement 
For the Month Ended October 31, 20-- 
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rhe income statement for Roadrunner is prepared on standard account. 
ing stationery, which has a column for account names and two amount 
columns. The two amount columns are used to separate individual account bal 
ances from totals. The first amount column is used to enter the balances of 
the individual revenue and expense accounts. The second amount column is 
used to enter totals: total revenue, total expenses, and net income (or net loss). 

Refer to Figure 9-3 as you read the procedures for preparing an income 


statement: 


1. Write “Revenue:” on the first line at the left side of the form. A 

2. Enter the revenue account names beginning on the second line, 
indented about a half inch from the left edge of the form. B 

3. Enter the balance of the revenue account(s). Since Roadrunner 
has only one revenue account, Delivery Revenue, total reve- 
nue is the same as the balance of the one revenue account. The 
balance is thus written in the second, or totals, column. ¢ 


Roadrunner uses one revenue account, which represents its only 
source of revenue. Many businesses have more than one source of 
revenue and thus have a separate revenue account for each source. 
For example, a swim club might have revenue accounts such as Membership 
Fees, Pool Rental, and Instruction Revenue. 

If a business has more than one revenue account, the individual account 
balances are entered in the first amount column. Total revenue is then writ- 
ten on a separate line in the second amount column. Figure 9-4 illustrates 
the revenue section of the income statement for a business with more than 
one revenue account. Notice that the words “Total Revenue” are indented 
about one inch from the left edge of the form. 


Revenue: 
Rental Revenue Il 
4|850|00 









Repair Revenue 
Total Revenue 16.080 00 
1 


Figure 9-4 Income Statement with More Than One Revenue Account 


The Expenses Section 


After total revenue is entered, the expenses incurred dur- 
ing the period are reported. The expense account names and 
the balances in the Income Statement section of the work sheet 
are used to prepare the expenses section of the income state- 


ment. Refer to Figure 9-3 as you read the following ne 


CT UTO 


instructions: 


1. On the line following the revenue section, write 
“Expenses:” at the left side of the form. D 

2. On the following lines, write the names of the expense 
accounts, indented half an inch, in the order that they 
appear on the work sheet. Since there are several expense accounts, 
enter the individual balances in the first amount column. È 


Section 1 
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CONNECT TO... 
HISTORY 


The issue of taxes 
toppled governments during 
the 1700s. Rallying under the 
cry of “No taxation without 
representation!” American 


colonists fought for their 
independence from England. 
Likewise, the lopsided tax 
structure that supported the 
lavish lifestyles of the 
aristocracy Was a major 
cause of the French 
Revolution. 








Key Points 


Net Income or Net Loss 
The net income or 
net loss reported on 


the income statement 
must match the 


amount calculated 
on the work sheet. 





Figure 9-5 Income State- 
ment Showing a Net Loss 


3. Draw a single rule under the last expense account balance. F 

4. Write the words “Total Expenses” on the line following the last expense 
account name, indented about one inch. G 

5. Add the balances for all the expense accounts. Write the total expenses 
amount in the second amount column, one line below the last expense 


account balance. H 


The Net Income Section 


The next step is to enter net income. Net income, remember, occurs when 
total revenue is greater than total expenses. Refer to Figure 9-3 as you read 
the following instructions for the preparation of the net income section. 


1. Draw a single rule under the total expenses 
amount. I 


N 


. Subtract the total expenses from the total 
revenue to find net income. Enter the net 
income in the second amount column 
under the total expenses amount. J 

3. On the same line, write the words “Net 

Income” at the left side of the form. K 

4. If the amount ot net income matches the 

amount shown on the work sheet, draw a 

double rule under the net income amount. L 





The income statement is complete. 

If the amount of net income shown on the work sheet does not equal 
the amount shown on the income statement, there is an error. Since the 
work sheet is balanced and ruled, the error probably occurred while the 
income statement was being prepared. An account balance may be omitted 
or entered incorrectly, or there may be an error in addition or subtraction. 
Find and correct the error. 


Showing a Net Loss 


If total expenses are greater than total revenue, there is a net loss. To 
determine the amount of net loss, subtract total revenue from total expenses. 
Enter the net loss in the second amount column under total expenses 
amount. Write the words “Net Loss” on the same line at the left side of the 
form. Figure 9-5 illustrates how to report a net loss. 


Revenue: | 
Delivery Revenue 3|1710|00 
Expenses: 
Advertising Expense 
Maintenance Expense 
Miscellaneous Expense 
Rent Expense 
Utilities Expense 
Total Expenses 


Net Loss 
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SECTION | Check Your Understanding 


Now that you have studied this section, complete the following questions and problems. 





Phinking Critically 
1. What three financial statements are prepared for a sole proprietorship? 


2. Why is it important to divide the income statement into sections? 





Communicating Accounting 
Anna is the accounting clerk for the New Country Deli. For sev- 


eral months, Anna has tried to convince the owner to purchase a 





computer. Anna believes that a computer would save time, 
especially when financial statements are being prepared. She 
has explained that the information tor preparing financial state- 
ments can be stored in the computer files. Then, when the 
financial statements are needed, it is not necessary to prepare a 
work sheet. The owner believes that a computer will cost too 

much money. What would you say to convince the owner that 

a computer should be purchased for use in the business? 4 


Problem 9-1 Analyzing a Source Document 


Instructions Based on the receipt shown below, answer the following questions in your 
working papers. 





1. What is the name of the business 





Stratford Learning Center RECEIPT 
that received the money? 233 FERRO RAS : No. 1834 
i / Roxbury, NY 14752 € 

2. How much money was received? Aug.21__ 20 -- 
3. Who paid the money? RECEIVED FROM __ Sandra Miller s 832.00 
4. Why was the money paid? Eight hundred thirty-two and "°/100 DOLLARS 
5. When was the payment made? FoR On account 
6. Who received the money and made 


> Pee »] 7 
out the receipt: talea Haghes 
7. Where is the business that received 
the money located? 
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The Statement of Changes 
in Owner's Equity 








[ a One of the most important concerns 
What You'll Learn of a business owner is whether the owner's 
* The purpose of the equity in the business has increased or de- 
statement of changes in creased during the period. An increase in 
owner's equity. owner's equity means the owner's claims 
e Howto prepare the to the assets of the business have grown. A 
statement of changes in decrease means the owner's claims to the 
owner's equity. assets of the business have been reduced. 





Why W's Important The Statement of Changes 
One way to evaluate 


5 i . 
how a business is per- In Owner S Equity 
| forming is by tracking the The statement of changes in owner/s equity summarizes changes 


increase or decrease in in the owner's capital account as a result of business transactions during the 


| purer eur period. This statement is prepared at the end of the period and, as you will 





see in the next section, is a supporting document of the balance sheet. 
[he heading of the statement of changes in financial position is set 





statement of changes in up in the same manner as the heading for the income statement. 
owner's equity da i i i . 
| ae 1. The first line consists of the name of the business (Whe?) 
2. The second line indicates the name of the statement (What?) 


3. The third line indicates the period covered (When?) 


Because the statement of changes in financial position and the income 
statement cover the same period, the third line of the heading ot both 
statements will include the same wording and date. 

The information to prepare this statement is found in three places: 


e the work sheet 
e the income statement 
e the owner’s capital account in the general ledger 


Completing the Statement of Changes in 
Owner's Equity 


Look at Figure 9-6 to see the statement of changes in owner's equity 
for Roadrunner Delivery Service for the month ended October 31. 
In order to complete the statement of changes in owner’s equity, fol- 


low these steps: 


1. On the first line, write the words “Beginning Capital” followed by a 
comma and then by the first day of the period. For Roadrunner, that 
date is October 1, 20--. A 
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Roadrunner Delivery Service 
Statement of Changes in Owner's Equity 
For the Month Ended October 31, 20-- 





Beginning Capital, October 1, 20-- A B 
C Add: Investments by Owner D 25/400)00 
Net Income è 115000 
Total Increase in Capital 5\51(0|00 F 
Subtotal 50,00 G 
_ Less: Withdrawals by Owner 00,00 H 
Ending Capital, October 31, 20-- | J 





Figure 9-6 Statement of Changes in Owner's Equity 


. In the second amount column, enter the balance of the capital account 
at the beginning of the period. The source of this information is the 
capital account. Since Roadrunner was formed after the beginning of the 
period, there is no beginning capital balance. Place a line in the second 
amount column. B 
. Next, enter the creases to the capital account: investments 
by the owner and net income. Investments made by the Roadrunner Delivery Service 
owner during the period are recorded in the capital account. 155 Gateway Blvd 
. . . . Sacramento, CA 94230 
Maria Sanchez, the owner of Roadrunner, invested a total of 
$25,400 during October. This includes $25,000 cash and 
two phones valued at $400. Write “Add: Investments by Owner.” € 
Enter the total investment in the first amount column. D 
On the next line, write the words “Net Income.” Indent so that “Net 
Income” aligns on the left with “Investments by Owner” above. In the 
first amount column, enter the net income amount 





7 


from the income statement. Draw a single rule under the net income 
amount. E 
. Write the words “Total Increase in Capital” on the next line at the left 
side of the form. Add the investments by owner and net income : 
amounts and enter the total in the second amount column. Draw a . nternational 
single rule under the amount. F : 
. Write “Subtotal” on the next line, at the left side of the form. Add the 


amounts for beginning capital and total increase in capital. Enter the Immunizations 
result in the second amount column. G If you are doing busi- 

. The next section of the statement lists the decreases to the capital ness in an industrialized 
account: withdrawals and net loss. Since Roadrunner did not have a net country, immunizations 
loss for the period, write the words “Less: Withdrawals by Owner” at the are probably not neces- 
left side of the form. Find the withdrawals amount on the work sheet. sary. However, it’s impor- 
Enter the withdrawals amount in the second amount column. Draw a tant to take precautions in 
single rule under the withdrawals amount. H less industrialized areas. If 


you are unsure about the 
status of a country, seek 
medical advice at least six 
weeks prior to travel. 


. On the next line, at the left side of the form, write the words “Ending 
Capital” followed by a comma and the last day of the period. I 

. Subtract the withdrawals amount from the subtotal to determine the 
ending balance of the capital account. Finally, draw a double rule below 
the ending capital amount. J 
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Figure 9-7 Statement ot 
Changes in Owner’s Equity 
for an Ongoing Business 


ACCOUNT James Garo, Capital 





Statement of Changes in Owner's 
Equity for an Ongoing Business 


To prepare the statement of changes in owner's equity, you need to know 
the beginning balance of the owner’s capital account. For an ongoing busi- 
ness, the balance entered on the work sheet for the capital account may not 
be the balance at the beginning of the period. If the owner made additional 
investments during the period, the investments would be recorded in the 
general journal, posted to the general ledger, and included in the amount 
shown on the work sheet. 

For example, suppose the owner of Garo’s Tree Service, James Garo, 
invested an additional $1,000 during the period. Look at Figure 9-7. The ledger 
account reflects the additional capital investment. The amount entered on the 
work sheet for James Garo, Capital includes the balance at the beginning of 
the period ($23,800) and the investment made during the period ($1,000). 


= ACCOUNT NO. 301 | 


POST. BALANCE 
DATE DESCRIPTION REE DEBIT CREDIT = ance 
20-- | 
Apr. 1 Balance Vv | 23,800 00 
15 GI 1000 00 24800 00 
Garo’s Tree Service 
Work Sheet 
For the Month Ended April 30, 20-- 
ACCT TRIAL BALANCE INCOME STATEMENT BALANCE SHEET 
NO PEA A DEBIT CREDIT DEBIT CREDIT DEBIT CREDIT 
[TT] LT] [I] [ERI LTT] [LT] 
12 301 James Garo, Capital 24 80000 | 24'80000 12 
183 302 James Garo, Withdrawals 70000 70000 L| 13 












20 S25 Utilities Expense 20 
21 21 
22 Net Income 3\2 OO 22 
23 9130900 9130900 2987700 2987700 23 
24 iia [LI rat] ties 
Garo’s Tree Service 
Statement of Changes in Owner's Equity 
For the Month Ended April 30, 20-- 
Beginning Capital, April 1, 20-- 
Add: Investments by Owner 
Net Income 

Total Increase in Capital 

Subtotal 

Less: Withdrawals by Owner 

Ending Capital, April 30, 20-- 
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There are two ways to determine the owner's capital account balance at 
the beginning of the period. One way is to look at the ledger. The other way 
is to subtract the additional investments trom the account balance shown 
on the work sheet. For James Garo, Capital, the $1,000 additional invest- 
ment is subtracted from the $24,800 account balance shown on the work 
sheet to arrive at the beginning account balance of $23,800. 

Figure 9-7 shows the statement of changes in owner's equity for an on- 
going business. 


Statement of Changes in Owner's 
Equity Showing a Net Loss 


Figure 9-8 shows a statement of changes in owner's equity for an on- 
going business with a net loss. Notice that since there is only one item that 
increases capital, investments by owner, the amount of the individual item 
is entered in the second amount column. Since there are two items that 
decrease capital, withdrawals by owner and net loss, the amounts of the indi- 
vidual items are entered in the first amount column. The total decrease in 
capital is entered in the second amount column. 


Island Burgers 
Statement of Changes in Owner’s Equity 
For the Month Ended April 30, 20-- 


Beginning Capital, June 1, 20-- 

Add: Investments by Owner 

Subtotal 

Less: Withdrawals by Owner 
Net Loss 

Total Decrease in Capital 

Ending Capital, June 30, 20-- 


Figure 9-8 Statement of Changes in Owner's Equity Showing a Net Loss 


A MATTER OF ETHICS 


Financial Report or Repair? 


Your favorite uncle, who owns a restaurant, has 
asked you to help with his bookkeeping. He des- 
perately needs a bank loan and wants you to pre- 
pare the financial statements. After going over his 
accounting records, you don’t believe a bank will 
give him a loan; but you notice that by leaving 
out an expense or two, your uncle’s business 
could look more promising. After all, he does have 
some good ideas for improving the business. 


the parties? 








Owner Investments and 
Withdrawals 


Investments by the 


owner and net income 
increase capital. With- 
drawals by the owner 
and net loss decrease 
capital. 








15.348 00 


900 00 
& 3 5 00 


Ethical Decision Making: 
@ What are the ethical issues? 


What are the alternatives? 


e 
& Who are the affected parties? 
& 


How do the alternatives affect 


What would you do? 
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SECTION 2 Check Your Understanding. 





| | Now that you have studied this section, complete the following questions and problems. 


il paro 
| e UU 
| Ù 








Thinking Critically 
1. Where do you find the data needed to prepare a statement of 
changes in owner's equity? 






N 


. How can the statement of changes in owner's equity help to 
determine the short- and long-term success ot a business? 








™ Analyzing Accounting 


Be Tracy Murphy is a fashion designer who works from her home. 

a She contributed her own funds and equipment to the business. 
She also continues to add new clients and increase her revenue. 
Tracy’s investments in her business and the revenue she has earned 
over the past ten months are shown below. Create a line graph, by 
date, comparing Tracy’s investments to her revenue. What can 
you determine from this chart? 


Investments Revenue 








1/01/20-- Cash $20,000 2/01/20-- $5,000 
1/01/20-- Sewing machines 6,000 3/01/20-- 6,000 
1/01/20--- Mannequins 3,500 4/01/20-- 12,000 
1/01/20-- Material 25,000 5/01/20-- 15,000 
1/01/20-- Computer equipment 5,600 6/01/20-- 17,500 
| 1/01/20-- Business cards 500 7/01/20-- 19,000 
| 2/15/20-- Cash 12,000 8/01/20-- 20,000 
| 3/10/20-- Material 7,500 9/01/20-- 26,000 
| Total Investments $80,100 10/01/20-- 20,000 





Problem 9-2. Determining Ending Capital Balances 





The financial transactions affecting the capital accounts of several different businesses are 
summarized below. 


Instructions Use the form in your working papers. Determine the ending capital balance 
for each business. 


Beginning 
Capital Investments Revenue Expenses Withdrawals 
1. $60,000 — $ 500 $ 5,100 $2,400 $ 700 
Zi 24,075 0 13,880 7,240 800 
3. 28,800 1,000 6,450 6,780 0 
4. 0) 10,500 5,920 4,990 200 
5. 6,415 0 4,520 3,173 700 
6. 20,870 1,300 13,980 9,440 1,700 


May 
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MITCHELL D. SIMON, CPA 
Partner, Arthur Andersen, LLP 


Q: Why did you focus your career on financial 
computer systems? 


A: | thought about where the market was going. In 1979, 
| could not have known the way the industry would take 
off. | just knew it would continue to evolve. The accounting 
profession was doing well and the computer side was in its 
infancy. It was a relatively simple decision. 





i Tips from . ti 


Q: Atthis point in your career, what do you enjoy 
most about your work? 






Ele Half International Inc: 


A: 1doa lot of mentoring. It's fun to see people who work for me Many companies look for 
grow up. | leadership potential inne 

Q: What skills are most important? | immediate area of responsbiliy: 
A: People skills. You have to understand the clients’ needs, frustra- | yelp your colleagues, ole 
tions, and fears about all the changes they're dealing with. I'm a part- | motivates and inspires PeoP È 
time psychologist, part-time friend, part-time advisor, part-time systems ew challenges. i 


i | and take on n 
expert. None of that has anything to do with understanding a PC. | Essi 





Q: What training do you recommend for students? 


A: Those who progress fastest in this field already have a somewhat 
extensive technical background when they go to work. Students can get 
grassroots skills by learning programs such as JAVA. To get the basics, you 
need to have access to a PC, with all the traditional tools, and access to the 
Internet. That opens doors to get involved with current technology. 





Nature of the Work: Counsel clients on financial systems, oversee implementation, and 
troubleshoot. 

Training or Education Needed: Experience in technology during school, accounting or 
business degree, experience in a variety of accounting situations, and continuing education. 
Aptitudes, Abilities, and Skills: People skills, computer skills, communication skills, 


organizational skills, and math. 

Salary Range: $500,000 to $1,000,000 

Career Path: Gather experience in a variety of computer systems, experience in sales, and 
then work into supervisory capacity. 


Thinking Critically: What kind of advice would you ask of a mentor? 
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What You'll Learn 


* The purpose of a 
balance sheet. 

* How to prepare a 
balance sheet. 

* How to analyze 
information on financial 
reports. 


Why It’s Important 


The balance sheet 
reports the financial posi- 
tion of a business at a 
specific point in time. 


KEY EE 


balance sheet 
report form 

ratio analysis 
profitability ratio 
return on sales 
liquidity ratio 
current ratio 
current assets 
current liabilities 
quick ratio 














The third financial report that is 
prepared at the end of a period is the 





balance sheet. The balance sheet pro- 





vides a record of assets, and claims 








against those assets, for a business. 











Your local bakery might prepare 





this statement to include amounts 






for items such as kitchen equipment, 
cash, and accounts receivable, as well as amounts 





for bills outstanding and owner’s equity. 


The Balance Sheet 
The balance sheet is a report of the balances in all asset, liability, 


and owner's equity accounts at the end of the period. These accounts, 





you'll remember, are called permanent accounts. The main purpose of 
the balance sheet is to provide a record of the assets of the business and 
a summary of the claims (of both creditors and owners) against those 
assets on a specific date. In other words, the balance sheet states the 
financial position of a business at a specific point in time. It pinpoints 
what a business owns, owes, and is worth. For this reason, the balance 
sheet is sometimes called a financial position statement. 

The balance sheet is prepared from the information in the Balance Sheet 
section ot the work sheet and from the statement of changes in owner's 
equity. The balance sheet may be handwritten, typed, or, as in most cases, 
prepared by computer. Let’s look at the sections of the balance sheet: 

e the heading 
e the assets section 


e the liabilities and owner’s equity sections 


The Heading 


Like the heading of the income statement, the heading of the bal- 
ance sheet answers the questions who? what? when? The balance sheet 


heading includes: 


— 


. The name of the business (Who?) 
. The name of the financial statement (What?) 
3. The date of the balance sheet (When?) 


N 


As you recall, the income statement reports the amount of net income 
(or net loss) for the period. Unlike the income statement, which covers 
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the entire period, the balance sheet covers only one day in the period, the 
last day. The amounts shown on the balance sheet are the general ledger 
balances in the accounts on the last day of the period. Look at Figure 9-9. 
Notice the difference between the date lines on the income statement and 


on the balance sheet. 


Roadrunner Delivery Service 
Balance Sheet 


October 31, 20-- <———-— Point in Time 
LL LEI 


Roadrunner Delivery Service 
Income Statement 
For the Month Ended October 31, 20-- <—————————— Period of Time 


Figure 9-9 Headings of Financial Statements 











Calculating Ratios 
È When calculating ratios, 
The Assets Section be sure to use the correct 
Refer to Roadrunner’s balance sheet in Figure 9-10 as you read how to figures for the divisor and 
the dividend. 
For example, to calculate 
the ratio of total expenses to 


prepare the balance sheet. Roadrunner’s work sheet and statement of changes 
in owner's equity are also included to show the information sources used to 
prepare the balance sheet. Note that Roadrunner’s balance sheet is prepared 

total revenue: 


in report form. In report form, the balance sheet accounts are shown one : 
* the revenue amount is 


1. Write the word “Assets” on the first line in the center of the column is the divisor. 






containing the account names. A 

2. On the following lines, enter the asset 
account names and their balances. List 
them in the same order as they appear 
in the Balance Sheet section of the 
work sheet. Enter the account balances 
in the first amount column. Draw a 
single rule under the last account 
balance. B 

3. On the next line, write the words 
“Total Assets,” indented about half an 
inch. Add the individual asset balances 
and enter the total in the second 
amount column. © 


Do not draw a double rule under the 
total at this time. The double rule is entered 
when the liabilities and owner’s equity sec- 





tions are complete and equal to total assets. 
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Key Points 


Source of Ending Capital 
Balance 

Transfer the ending 
capital balance from 
the statement of 
changes in owner's 
equity to the owner's 
equity section of the 
balance sheet. 











The Liabilities and Owner's Equity Sections 





i 


Nn 


The information for the liabilities and owner’s equity sections is taken 
from the work sheet and from the statement of changes in owner's 

= equity. Use the following steps to complete the liabilities and owner’s 
equity sections. 


. On the line after “Total Assets” enter the heading “Liabilities” in the 


column containing the account names. D 


. On the following lines, list the liability account names and their 


balances in the same order as on the Balance Sheet section of the work 
sheet. Enter the account balances in the first amount column. Draw a 
single rule under the last account balance. E 


. On the next line, write the words “Total Liabilities,” indented about 


half an inch. Add the individual liability balances and enter the total 
in the second amount column. F 


. On the next line enter the heading “Owner’s Equity” in the center of the 


column containing the account names. G 


. On the next line, write the name of the capital account. In the second 


amount column, enter the ending balance of the capital account as 
shown on the statement of changes in owner's equity. H 


Proving the Equality of the Balance Sheet 


You learned in earlier chapters that the basic accounting equation must 


always be in balance. The balance sheet represents the basic accounting equa- 


tion; thus, the assets section total must equal the total of the liabilities and 


owner's equity sections. 


N 


Assets = Liabilities + Owner's Equity 


To prove the equality of the balance sheet, follow these steps: 


. Draw a single rule under the balance of the capital account. On the 


next line, write the words “Total Liabilities and Owner’s Equity,” 
indented about half an inch. | 


. Add the total liabilities amount and the ending capital balance. Enter 


the total in the second amount column. J This total must equal the 
total assets amount. If the totals are not equal, there is an error. Most 
errors occur when transferring amounts from the work sheet or from 
the statement of changes in owner' equity. Verify that each account 
balance has been transferred properly. Find and correct the error and 
then complete the balance sheet. 


. When total assets equal total liabilities and owner’s equity, draw 


a double rule under the total assets amount and under the total 
liabilities and owner’s equity amount. K The balance sheet is 


now complete. 


Review the amounts and their placement in Figure 9-10 again. As you 


can see, completion of the work sheet is the basis of all financial statement 


preparation. 
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ACCT. 
NO 



















|| 101 
105 
110 
|| 125 
1120 
| 125 
{ 201 
| 205 
9 301 
10 302 
11 303 
12 401 
13 SOI 
14 505 
15 510 
16 515 


ACCOUNT NAME 
Cash in Bank 
Accts. Rec.—City News 
Accts. Rec.—Green Company 





Computer Equipment 


Office Equipment 
Delivery Equipment 
Accts. Pay.—Beacon Advertising 


Accts. Pay.—North Shore Auto 


Maria Sanchez, Capital 
Maria Sanchez, Withdrawals 


Income Summary 

| Delivery Revenue 
Advertising Expense 
IMaimonanza Lunonen 


Ren 


Util 


Net 


Net Income 


Subtotal 


i Cash in Bank 


Computer Equipment 

Office Equipment 

Delivery Equipment 
C Total Assets 


F Total Liabilities 


G Owner's Equity 


H Maria Sanchez, Capital 


I Total Liabilities and Owner's Equity | | JI 37 


| Beginning Capital, October 1, 20-- 
Add: Investments by Owner 


Total Increase in Capital 


Less: Withdrawals by Owner 
Ending Capital, October 31, 20-- 


Accounts Receivable—City News 
B Accounts Receivable—Green Company 


D Liabilities 
E { Accounts Payable—Beacon Advertising 
Accounts Payable—North Shore Auto 


Roadrunner Delivery Service 
Work Sheet 
For the Month Ended October 31, 20-- 






TRIAL BALANCE INCOME STATEMENT BALANCE SHEET 
DEBIT CREDIT DEBIT | CREDIT DEBIT CREDIT 
21|125|00 | 2112500 
145000 145000 
300000 
20000 
| 1200000 
7500 
1165000 1165000 
2540000 2540000 


265000 265000. 





Roadrunner Delivery Service 
Statement of Changes in Cwner's Equity 
For the Month Ended October 31, 20-- 





Roadrunner Delivery Service 
Balance Sheet 
October 31, 20-- 


A Assets 


37|7.7 5100 





11.725 .00 


26/0 50/00 





Figure 9-10 Preparing a Balance Sheet 
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ACCOUNTING 


THE FIRST CREDIT CARD 
| Frank McNamara 


launched Diner’s Club, the 
first credit card, after he 
found himself short of cash 
in a Manhattan restaurant 
in 1950. 




















Ratio Analysis - 
Ratio analysis involves the comparison of two amounts on a financial 


statement and the evaluation of the relationship between these amounts. A 
manager uses ratio analysis to determine the financial strength, activity, or 
debt-paying ability of a business. 

Profitability ratios are used to evaluate the earnings performance of 
the business during the accounting period. The earning power of a business 
is an important measure of its ability to grow and continue to earn revenue. 
One commonly used profitability ratio is return on sales. 


Return on Sales 


‘Sales is a revenue account representing the sale of merchandise. 
Business Owners use the return on sales ratio to examine the portion of 
each sales dollar that represents profit. To calculate this ratio, divide net 
income by sales. For example, the return on sales for Roadrunner Delivery 
Service is calculated as follows: 


$1,150 net income 


$2,650sales “fot OF 45.4% 


This percentage indicates that each dollar of sales produced 43.4 cents 
of profit for Roadrunner. It can be compared to other accounting periods to 
determine whether it is increasing or decreasing. 

For example, if net income next year is $2,750 and net sales are $5,000, 
the return on sales would be computed as follows: 


$2,750 net income 


$5,000 sales .550 or 55.0% 


As you can see, profit per sales dollar would increase by 11.6 cents. 


Liquidity Ratios 

As you will recall from Chapter 6, liquidity refers to the ease with which an 
asset can be converted to cash. A liquidity ratio is a measure of the ability 
of a business to pay its current debts as they become due and to provide for 
unexpected needs of cash. Two common ratios used to determine liquidity 
follow. 

Current Ratio. The current ratio is the relationship between cur- 
rent assets and current liabilities. The current ratio is calculated by dividing 
the dollar amount of current assets by the dollar amount of current liabilities. 


Current assets are those used up or converted to cash during the normal 


operating cycle of the business. These might include Accounts Receivable, 
Cash in Bank, and Supplies. Current liabilities are debts of the business 
that must be paid within the next accounting period. Accounts Payable is 
an example of current liabilities. The Current ratio for Roadrunner based on 
the balance sheet in Figure 9-10 is: 


Current Assets _ $ 22,575 


Current Liabilities Current Ratio $ 11,725 = 1.92 or 1.92:1 


The current liabilities of a business must be paid within a year. These 
liabilities are paid from current assets. 
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A ratio of 2:1 or higher is considered favorable by creditors. It indicates 
that a business is able to pay its debts, that a business has current assets 
which are two times its current liabilities. A low ratio may indicate that a 
company could have trouble paying its debts. 

Quick Ratio. A quick ratio is a measure of the relationship between 
short-term assets and current liabilities. Short-term liquid assets—those that 
can be quickly converted to cash—are cash and net receivables. The quick 
ratio is computed by dividing the total cash and receivables by total current 
liabilities. 

The quick ratio for Roadrunner based on the Balance Sheet in Figure 
9-10 is: 

Cash and Receivables $22,575 


~ Current Liabilities — Quick Ratio $11725 = 1,92:1 


In some instances, the current ratio and the quick ratio can be the same, 
as in the case in this example. 

A quick ratio of 1:1 is considered adequate. This indicates that a busi- 
ness can pay its current debts with cash in incoming receivables. If a busi- 
ness has a quick ratio of 1:1 or higher, the business has $1 in liquid assets for 
each $1 of its current liabilities. 

Quick ratios may also be compared from one year to the next. 
For example, if cash and receivables for the previous year were $48,653 
and current liabilities were $53,245, then that year’s quick ratio would be 
computed as: 

$48,653 


$53,245 = 0.91:1 


As you can see, Roadrunner would have improved its liquidity position in 


the current year. $1.92 in liquid assets per $1 in current liabilities (current year) 
is stronger than $.91 in liquid assets per $1 in current liabilities (previous year). 


ANALYZING FINANCIAL REPORTS 





Return on Sales 








In this chapter, you’ve learned about three basic financial reports that present different types of infor- 
mation about a business. One of these is the income statement. Owners and managers use the income 
statement to analyze the profit earned by the business and are especially interested in the return on sales. 

To review, return on sales is calculated by dividing the net income by revenue, or sales. Take a look at 
the following example: 


Net Income _—s $ 3,600 
Revenue = $42,500 


The resulting percentage shows the proportion of each revenue dollar that is profit to the business. 


= 8.5 percent 


> Interpret the Report: 
Use the income statement for Roadrunner Delivery Service on page 206 to complete these activities. 
Record your answers on a separate sheet of paper. 
1. Calculate the return on sales for Roadrunner Delivery Service for the month of October. 
2. Assume that total sales for Roadrunner are roughly equal from month to month. If return on sales 
decreases each month, what conclusions might you draw about the business? What suggestions 
would you offer to improve the return on sales? 


Section 3. The Balance Sheet 






































N 


SECTION 3 Check Your Understanding 





| Now that you have studied this section, complete the following questions and problems. 





Thinking Critically 
1. On the balance sheet, if the total of liabilities and owner’s equity does not equal the total 
assets, where did the error most likely occur? 





. What is the difference between the heading sections of the income 
| statement and the balance sheet? 






N 





Communicating Accounting 


Interactive Communication is a company that specializes 






in voice and data communications. They have just experienced 






a fantastic year in sales and service. Team up with a classmate 






| and, using the balance sheet provided below, give a brief pre- 
| sentation about the purpose and use of the balance sheet. 


Interactive Communication 
| Balance Sheet 
ill December 31, 20-- 









Assets 
| Cash in Bank 944 000 00 
| Accounts Receivable—Chamber of Commerce 200 000.00 
Office Equipment 85000000 
Computer Equipment 1,000 000 00 
Total Assets 2,994\0 00 00 
| Liabilities 
| Accounts Payable—Tip Top Advertising 275 500)\00 
Interest Payable 1300 00 
Salaries Payable 2100)\00 
Total Liabilities 278\900|00 


Owner's Equity 
Chuck Thompson, Capital 
Total Liabilities and Owner's Equity 


2,715\100|00 








Problem 9-3 Calculating Return on Sales 


The Gawle Company is a family-owned and operated appliance rental and repair business. 
The income statement for the month ended August 31 includes the following: 


Rental Revenue $3,256 Rent Expense $2,100 
Repair Revenue 2,140 Utilities Expense 483 
Advertising Expense S7S Net Income 1,108 
Maintenance Expense 1,130 


Instructions Calculate the return on sales for the month for the Gawle Company. 
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Preparing financial reports is the seventh step in the accounting cycle. The primary reports are 














the income statement and the balance sheet. Also, the statement of changes in owner's equity is 
often prepared. 

2. The income statement reports the net income or net loss for the period. 

3. The statement of changes in owner's equity summarizes the impact the period’s business 
transactions had on the capital account. 

4. The balance sheet reports the balances of asset, liability, and owner's equity accounts at the end 
of the period. 

5. Financial reports may be handwritten, typewritten, or prepared using a computer. 

6. The following chart lists the source of information and a description for each financial report. 


Financial Report Source of Information 


Income Statement This statement reports Work Sheet 
revenue earned and the 
expenses incurred for a 
specific period of time. 
It also reports the net 
income or net loss for 
the period. 


Statement of This statement is a Work Sheet 
Changes in supporting document General Ledger 
Owner's Equity for the balance sheet. It (Capital Account) 
reports the increases Income Statement 
and decreases in the 
owner's capital account 
for the period. 


Balance Sheet This statement reports Work Sheet 
the financial position Statement of Changes 
of the business on a in Owner's Equity 
specific date. 


7. Ratio analysis is used to determine the financial strength, activity, or debt-paying ability of 
a business. 
8. Liquidity ratios measure the ability of a business to pay its current debts as they become due. 


N 
N 
NW 
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USING KEY TERMS 


Imagine that you are the owner of a video arcade. 
Develop an information sheet for your manager and 
explain the importance ot financial statement preparation. 
Use each ot the following key terms in your report. 


balance sheet profitability ratio 
current assets quick ratio 

current liabilities ratio analysis 

current ratio report form 

financial statements return on sales 

income statement statement of changes in 
liquidity ratio owner's equity 





Understanding Accounting 
Concepts and Procedures 





Instructions 
On a separate sheet of paper, answer the following questions: 
. Why are financial statements prepared? 
. What is the purpose of the income statement? 
3. Why does a business need to be consistent in the fiscal period it uses for its financial reports? 
. What is the source of information used to prepare the income statement? 
. What is the purpose of the statement of changes in owner's equity? 
. What sources of information are used to prepare the statement of changes in owner’s equity? 
7. What is the purpose of the balance sheet? 


8. What sources of information are needed to prepare the balance sheet? 


9. How does the date in the heading of a balance sheet differ from the date in the heading of an 
income statement and a statement ot changes in owner's equity? 


. Which financial statement represents the basic accounting equation? 
. What is the purpose of computing ratios from amounts on financial statements? 
. Why might a creditor be interested in the liquidity ratios of a business? 

3. How are the current ratio and the quick ratio similar? different? 


. Who might be interested in the profitability ratios of a business? 
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Case Study... 


Service Business: Video Arcade 
Taki Yamamoto owns a video arcade business 
called Arcadia. 


Taki hired your accounting firm to record Arcadia’s 
financial information. Taki hands you a folder 
containing these documents: 

e Canceled checks with June dates: $800 for rent, 
$120 for electricity, $70 for telephone service, $180 
for insurance, $250 for newspaper advertising, and 
$200 for a cleaning service. 

e Invoice dated June 16 for a used video game that 
was sold on account for $2,000. 

e Cash register tapes for June showing total cash 
sales of $5,890. 


Thinking Critically: 

1. Using the preceding information, make a list of 
accounts needed to record the transactions indi- 
cated by the financial documents Taki gave you. 

2. Prepare an income statement for Arcadia for the 
month of June. 


Conducting an Audit with Alex 


è Instructions Using 
mm (he amounts that are 
ie given below, calculate 
the missing amounts. 
Write the missing 
amounts on a 
separate sheet of paper. 
Sweeplt Carpet Cleaning Company 
Statement of Changes in Owner's Equity 


For the Month Ended July 31, 20-- 


Beginning Capital, July 1, 20-- 
Add: Investments by Owner 
Subtotal: | 
Less: Withdrawals by Owner 1600 00 
Net Loss 
Total Decrease in Capital 
Ending Capital, July 31, 20-- 19|729\00 


Ae eA 8S 





inter NET 


CONNECTION 


Preparing Financial 
Statements 

Many national companies began 
as proprictorships or partnerships. 
Whether a company is a sole pro- 
prietorship or a corporation, finan- 
cial statements provide information 
for making financial and operating 
decisions. Hoover's Online contains 
information about more than 12,000 
public and private companies. 
Do This: 
1. Find the Hoover's Online 

Web site. 

. Within the site, locate financial 


information about The Gap and 
The Limited, Inc. 

. What was the amount of each 
company’s sales last year? 

. What was the net income for 
each company? 





Workplace Skills 


Using Computers 


Businesses of all sizes are becoming 
automated. Computers are integral to most 
business operations. The ability to use computers 
and software is essential to complete most 
business tasks. 


On the Job: 

As the accounting clerk for Jewels, Gems, and 
Treasures, a costume jewelry and gift shop, you 
are to prepare the quarterly income statement 
using a spreadsheet program. In the past you 
have prepared this statement using accounting 
stationery and a pencil. 


Thinking Critically: 

Prepare a list of reasons why using a 
spreadsheet program is an improvement over 
manually preparing financial reports. 
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Preparing Financial Statements 
Making the Transition from a Manual to a Computerized System 


Preparing an income 
statement 


Preparing a statement of 
changes in owner's 
equity 


Preparing a balance 
sheet 


Peachtree Question 


How do I prepare financial 
statements in Peachtree? 


What does the software do 
“behind the scenes?” 


. Transfer all revenue and expense 


accounts and their balances from 
the work sheet. 


. Subtract expenses from revenue to 


determine net income or net loss. 


. Transfer the beginning balance of the 


capital account from the work sheet. 


. Add additional investments and net 


income or loss. 


3. Subract withdrawals. 
. Calculate the ending balance for the 


capital account. 


. Transfer permanent accounts and 


their balances from the work sheet. 


. Transfer the ending capital account 


balance from the statement of 
changes in owner's equity. 


3. Total all asset account balances. 
. Total all liabilities and owner's equity 


account balances. 


. Verify that assets equal liabilities and 


owner's equity. 


i. 


2. 


Select Income Statement from the 
Reports menu. 


. Click Print. 


. Since the software automatically 


computes the ending balance of the 
capital account for you, it is not 
necessary to prepare this statement. 


. Select Balance Sheet from the 


Reports menu. 
Click Print. 





Description 


. Select Financial Statements from the Reports menu. 
. Choose the statement you wish to print from the reports list. 
. Click print when the statement appears on the screen. 


The software automatically reads through the general ledger accounts, 
pulling account balances and names into the appropriate pre- 


formatted statements. 





For detailed instructions: See the Peachtree User Guide in your Glencoe Working Papers. 
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APPLICATION OPTIONS 


Complete chapter 
problems one of four 








Problem 9-4 Preparing an Income Statement vane 

The work sheet for Wilderness Rentals for the month ended Manual Glencoe 
September 30, 20-- is in your working papers. Working Papers 
Instructions Using the work sheet, prepare an income statement for 
Wilderness Rentals. Peachtree for 


Windows Software 


N: 


Analyze: What is the return on sales for the period? 





Glencoe 






Problem 9-5 Preparing a Statement of Changes 


I 


è ; A Integrated 

in Owner's Equity Accounting 
Software 

Instructions Using the work sheet for Wilderness Rentals in your (Problem 9-7) 

working papers and the income statement prepared in Problem 9-4, prepare (Refer to software 
instructions) 


a statement of changes in owner's equity and a balance sheet. Ronald Hicks 
made an additional investment in the business of $500 during the period. 


or 
| Ì Spreadsheet 

Analyze: What is the current ratio for Wilderness Rentals for this Templates 

statement period? —_—— (Problem 9-8) 


Problem 9-6 Preparing Financial 





ul) PEACHTREE 














Statements 
SMART GUIDE 
The trial balance for the Hot Suds Car Wash is È 
i È oO i rsa - RN Step-by-Step Instructions: 
listed below and in your working papers. & oe È i Problem 9-4, 9-5 
: 1. Select the problem set 
Instructions aa 
i for Wilderness Rentals 
1. Complete the work sheet in Hot Suds Car Wash (Prob. 9-4, 5). 
Trial Balance 
your working papers. For the Quarter a 30, 20-- 2. Rename the company 
. and set the system date. 
2. Prepare an income statement Ee credit ‘ Y 
° Pore < one 101. Cash în Bank 845700 3. Print a General Ledger 
for the quarter ended tf) Prebo | Trial Balance. 
a ar 20) O0.. 115 Detailing Supplies 810.00 4. Print an Income State- 
September 30, 20--. 120 Detergent Supplies 460 00 minidac 
e - 125 Office Equipmen 15 24000 
3. Prepare a statement of operaie 2h 60/00 Sheet. 
è , ‘ 135. Car Wash Equipment 7 $2200 | 
changes in owner's equity. 10 Tacs Bayley Vaca SRST +528 00 5. Answer the Analyze 
R si Na Del rà I na je no 205 Accts. Pay —O'Brian’s Office Supply 121500 question. 
CQ1I 4 ada mac 301. Regina Delgado, Capital | 2384500 : 

Si n 5 . ; 305 ia palate Withdrawals 150000 | 6. End the session. 
additional investments during ie Hose Sumner aoe Flo ni: Pasca does noi 
the period. = 1 oe | 8 0 1 È 00 include a Statement of 

ntenor Detailing Revenue 262800 . . 
. È pra di Changes in Owner's Equi 
4. Prepare a balance sheet in S01 Advertising, Expens 1 pps ie 8 Mesi 
- 505 Equipment Rental Expense 413700 report. 
report form. ST spoke 
. 530 Utilities Expense H n 720 OO 
Analyze: What is the return _ 4885800 46 





on sales for the period? 


N 
N 
N 
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PEACHTREE 





‘SMART GUIDE 


Step-by-Step Instructions: 
Problem 9-6 


. Select the problem set 
for Hot Suds Car Wash 
(Prob. 9-6). 

2. Rename the company 

and set the system date. 

3. Print a General Ledger 
Trial Balance. 

4. Print an Income State- 
ment and a Balance 
Sheet. 

5. Answer the Analyze 
question. 

6. End the session. 


i 









J PEACHTREE 
SMART GUIDE 


Step-by-Step Instructions: 
Problem 9-7 


1. Select the problem set 
for Kits & Pups Grooming 
(Prob. 9-7). 

2. Rename the company 
and set the system date. 

3. Print a General Ledger 
Trial Balance. 

4. Print an Income State- 
ment and a Balance 
Sheet. 

5. Answer the Analyze 
question. 

6. End the session. 


N 
N 
090 












101 
105 
110 
115 
120 
125 
130 
138 
140 
145 
201 
205 
207 
301 
305 
310 
401 
405 
SO1 
SOS 
S10 
520 
530 


Problem 9-7 Preparing 
Financial Statements 


lhe general ledger accounts and 


balances for Kits & Pups Grooming follow. 


General Ledger 





Cash in Bank 

Accts. Rec.—Juan Alvarez 
Accts. Rec.—Nathan Carlsbad 
Accts. Rec.—Martha Giles 
Grooming Supplies 
Office Equipment 

Office Furniture 
Computer Equipment 
Grooming Equipment 
Kennel Equipment 

Accts. Pay.—Able Store Equipment 
Accts. Pay.—Dogs & Cats Inc. 
Accts. Pay.—Pet Gourmet 
Abe Shultz, Capital 

Abe Shultz, Withdrawals 
Income Summary 

Boarding Revenue 

Grooming Revenue 
Advertising Expense 
Equipment Repair Expense 
Maintenance Expense 

Rent Expense 

Utilities Expense 


Instructions 
1. Prepare a work sheet for the month ended September 30, 20--. 


2. Prepare an income statement for the period. 


4. Prepare a balance sheet in report form. 





Owner's Equity 


Problem 9-8 Preparing a 
Statement of Changes in 









$ 4,296 
1,528 
904 
1,219 
1,368 
8,467 
372260 
2,730 
1,974 
7,412 
3,876 
2,/46 
1,281 
30,928 
1,900 
11,989 
4,420 
3,934 
943 
2,483 
8,850 
3,836 







3. Prepare a statement of changes in owner’s equity. Abe Shultz made an 


additional investment of $2,500 during the period. 


Analyze: What is the quick ratio for Kits & Pups Grooming? 





Instructions Use the balance sheet and income statement shown to 
prepare a statement of changes in owner's equity. (The owner made an 


additional investment of $4,000 and withdrew $1,500 during the period.) 
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Outback Guide Service 


Income Statement 


HIS Ul 


For the Month Ended September 30, 20-- 


| Revenue: 


Il Guide Service Revenue 
Expenses: 

Advertising Expense 
Maintenance Expense 
Rent Expense 
Salaries Expense 
Utilities Expense 

| Total Expenses 

_ Net Income 


Outback Guide Service 
Balance Sheet 
September 30, 20-- 


Assets 

| Cash in Bank 
Accounts Receivable—Mary Johnson 

| Accounts Receivable—Feldman, Jones, & Ritter 
Accounts Receivable 

_ Hiking Supplies 
Office Supplies 
Office Equipment 
Office Furniture 
Computer Equipment 
Hiking Equipment 
Rafting Equipment 

Total Assets 





Podaski Systems Inc. 


Liabilities 

Accounts Payable—A-1 Adventure Warehouse 
Accounts Payable—Peak Equipment Inc. 
Accounts Payable—Premier Processors 

Total Liabilities 

Owner's Equity 

Juanita Ortega, Capital 

Total Liabilities and Owneft’s Equity 






1,2 50,00 
150000 
116100 











Analyze: What was the largest expense for this business during the period? 














8|5 12/00 


20|3:7.1|00 





cio le 


021131) 
SMART GUIDE 


Step-by-Step Instructions: 
Problem 9-8 


1. Select the spreadsheet 
template for Problem 
9-8. 

2. Enter your name and 
the date in the spaces 
provided on the 
template. 

3. Complete the spread- 
sheet using the 
instructions in your 
working papers. 

4. Print the spreadsheet 
and proof your work. 

5. Save your work and exit 
the spreadsheet program. 


ari 
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Learning Objectives 


When you have completed this 
chapter, you will be able to: 


> Explain why the temporary capital 


CHAPTER ID 


accounts are closed at the end of 
the fiscal year. 












Explain the purpose of the Income 
Summary account. 


Explain the relationship between 
the Income Summary account and 
the capital account. 


Analyze and journalize closing 
entries. 


Post the closing entries to the 
general ledger. 


Prepare a post-closing trial 
balance. 


Define the accounting terms 
introduced in this chapter. 


ION Quest dk; 
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aX Completing the 
i € Accounting Cycle for 
a Sole Proprietorship 
















Di LA LEONE TOLTO 


- LOOKING AT FISCAL YEAR-END ACTIVITIES 










Grind the winch? Trim the sail? Inflate your BCD? If any of these 
terms sound intriguing, you might be interested in sailing or scuba 
diving. ActionQuest is a company that offers certification in both. 
The company specializes in programs for teens, and you can even earn 
high school or college credits as you live aboard a sailing yacht and 
study marine sciences, oceanography, and tropical marine biology. 

Located in Sarasota, Florida, ActionQuest trains teens from 
all over the United States, the Far East, South America, and Europe. 
Each voyage, which takes place in the waters of the Caribbean 
Islands, Mediterranean and Fiji, lasts from two and a half to three 
weeks. Instruction is provided by professional diving instructors and 
U.S. Coast Guard licensed skippers. 

ActionQuest'’s revenue comes from fees teens pay for diving 
and sailing instruction. At the end of each fiscal period, the company 
closes its accounts and analyzes the revenue and costs of its diving 
and sailing programs. Part of the analysis might be looking at 
expenses or deciding whether fees are at an appropriate level to 
cover operating costs. 


What do you think? 

If you worked for ActionQuest, why would you 
want to be able to compare operating expenses 
from one fiscal period to another? 









Workplace Connections 





Preparing financial statements 
can be a hectic time for an 
accounting staff. Professional 
accountants learn to manage stressful times 
using good organizational skills. Once the 
financial statements have been prepared, 
i other tasks must be completed to close one | 
accounting cycle and begin another. You will 6 







Dp, about these tasks in this chapter. 


In your apie are there especially a | 
hectic times of the day or year? | 

2. How do you and your co-workers handle 
these busy times? 
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Preparing Closing Entries 


a 









What You'll Learn 


W It's Important a a ee Ol in balance. 
Ta Completing the Accounting Cycle 


closing entries are ]oumnal eniries made t0 close, or reduce tO ZEIC 


Income Summarv account 


compound entry 





an see in Figure 10-1, the closing process and the post- 


Starting the Eighth Step in the 
Accounting Cycle: Journalizing 
the Closing Entries 


Analyze each Journalize Figure 10-1 Thi 
y 


Callea and f transaction each transaction \ccounting Cycle witl 
ollect and veri ; 
Y Post to Steps 8 and 9 Highlighted 


source documents = i the ledger 






POST-CLOSING 
TRIAL BALANCE 









GENERAL 
JOURNAL 


























Prepare a |__veoseR “TTT garance |] Prepare a Prepare a 
post-closing Ll|__sHeet__| work sheet trial balance 
trial balance | | 
Journalize and post STE 
closing entries Prepare financial 
statements 


business, entries are recorded in the accounts during 
the year (game), but the temporary accounts (Rent 
Expense, Maintenance Expense, Revenue, etc.) start 
each new year (game) with zero balances. 

rhe income statement, you'll remember, reports 
the net income or net loss for one accounting period. The 
statement is prepared from information recorded and 
accumulated in the revenue and expense accounts. At 
the end of the period, entries are recorded to close, or 
reduce to zero, the revenue and expense accounts be- 
cause their balances also apply to only one accounting 
period. These closing entries also transfer the net in- 
come or net loss for the period to the capital account. 

The need to complete the closing process can be 


seen in Figure 10-2. 


e¢ Prior to the closing process, you know that net 
income or net loss is calculated on the work 
sheet. A 

e The net income or net loss amount then appears 





on the income statement. B 

e On the statement of changes in owner’s equity, the ending balance ot 
the capital account includes net income or net loss. ( 

e The ending balance of the capital account then appears on the balance 
sheet. D 

e At this point, however, the balance of the capital account in the general 
ledger does not equal the amount on the balance sheet because the 


closing entries need to be journalized and posted. E 
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Roadrunner Delivery Service 
Work Sheet 
For the Month Ended October 31. 20— 


sees TRIAL BALANCE INCOME STATEMENT BALANCE SHEET 
NC ACCOUNT NAME = ZE = = == 
= DEST CREDI DEBIT CREDIT DEBIT CREDIT 
i x = == I — | Tx 







S15 Utilities Expense 
39 


Net Income 


| | Roadrunner Delivery Service 
| Income Statement 
For the Month Ended October 31, 20-- 


- 


Revenue: 
Delivery Revenue 
Expenses: 
Advertising Expense 
Maintenance Expense 
Rent Expense 
Utilities Expense 


Total Expenses 


Roadrunner Delivery Service 
Statement of Changes in Owner's Equity 
For the Month Ended October 31, 20-- 


| ; 
| Net Income 
| 


Beginning Capital, October 1, 20-- = 
Add: Investments by Owner 
Net Income 
Total Increase in Capital 
Subtotal 
Less: Withdrawals by Owner 
Ending Capital, October 31, 20-- 


Roadrunner Delivery Service 
Balance Sheet 
October 31. 20-- 


Assets 
Cash in Bank 
| Accounts Receivable—City News 
Accounts Receivable—Green Company 
Computer Equipment 
Office Equipment 
Delivery Equipment 
Total Assets 
Liabilities 
Accounts Payable—Beacon Advertising 
Accounts Payable—North Shore Auto — 
Total Liabilities 
il Owner's Equity 
Maria Sanchez, Capital a 
Total Liabilities and Owner's Equity 


Roadrunner Delivery Service 
Work Sheei 


For the Month Ended October 31, 20-- : E 
soct ee INCOME STATEMENT BALANCE SHEET 
NO ACCOUNT NAME — Te 
= aaa 


s 301 Maria Sanchez, Capital 
302 Maria Sanchez, Withdrawals 





Figure 10-2 The Closing Process 
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For example, the balance for Maria Sanchez, Capital on the work sheet 
is $25,400. The balance for Maria Sanchez, Capital on the balance sheet is 
$26,050. These two amounts differ because the withdrawals and the net 
income are not yet recorded in the capital account in the general ledger. 
During the closing process, the balance of the general ledger capital account 


is brought up-to-date. 


The Income Summary Account 


Before the closing entries are journalized and posted, there is no single 
account in the general ledger that shows all of the revenue and expenses for 
the period. This information is scattered among the individual revenue and 
expense accounts. There is, however, one gen- 
eral ledger account that, up to this point, has 
not been used. That is the Income Summary 
account. 

The Income Summary account is used 
to accumulate and summarize the revenue and 
expenses for the period. This account serves as 
a simple income statement in the ledger. 
Expenses, which have debit balances, are trans- 
ferred as debits to Income Summary. Revenues, 
which have credit balances, are transferred as 
credits to Income Summary. The balance of the 
account equals the net income or net loss for 
the fiscal period. 

Look on page 73 at the chart of accounts for Roadrunner Delivery Ser- 
vice. Notice that Income Summary is located in the owner’s equity section 
of the general ledger. It is located there because of its relationship to the 
owner's capital account. Remember, the revenue and expenses transferred to 
Income Summary actually represent increases and decreases to owner’s 
equity. The balance of Income Summary (the net income or net loss for the 
period) is transferred to the capital account at the end of the closing process. 

Like the withdrawals account, Income Summary is a temporary capital 
account. Income Summary is quite different, however, from the other tem- 
porary capital accounts. 


e Income Summary is used only at the end of the fiscal year to summarize 
the balances from the revenue and expense accounts. 

¢ Income Summary does not have a normal balance, which means that it 
does not have an increase or a decrease side. As shown in the T account 
below, the debit and credit sides of the account are simply used to 
summarize the period’s revenue and expenses. 


Income Summary 
Debit Credit 
Expenses Revenue 
If Revenue > Expenses ————————___ Balance is net income 


If Revenue < Expenses ————————»_ Balance is net loss 


Section 1 








È Tis does, 


ACCOUNTING 





Bankcard Usage 


Away from home on 
business? Using a bank- 
card is one of the best 
ways to acquire money 
when conducting business 
in another country be- 
cause you get the bank’s 
exchange rate. 















Sports 

The America’s Cup 
is the oldest trophy in 
international sporting 
events. Racing syndicates 


spend millions of dollars 
designing racing yachts and 
training crews with the goal 
of winning the America’s 
Cup. The winner receives 
no prize money. 
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e The balance of the Income Summary account before and after the 
closing process is zero. 

e The Income Summary account does not appear on any financial 
statement. 


Preparing Closing Entries 


Four journal entries are prepared to close the temporary capital accounts 








Adding Columns 


To avoid errors in adding 
a column of figures, as for a 
post-closing trial balance, be 
sure to vertically align: 
* the tens, 
* the hundreds, and 
* the thousands. 


for Roadrunner. 


I. The balance of the revenue account is transferred to the credit side of 
the Income Summary account. 


N 


. [he expense account balances are transferred to the debit side of the 
Income Summary account. 
3. The balance of the Income Summary account is transferred to the 
capital account (net income to the credit side; net loss to the debit side). 
4. [he balance of the withdrawals account is transferred to the debit side of 
the capital account. 
Closing the Balance of the Revenue 
Account to Income Summary 
The first step in the closing procedure is to transfer the balance of the rev- 
enue account to Income Summary. The balance for the revenue account is 


found in the Income Statement section of the work sheet. (Refer to the work 
sheet in Figure 9-3 on page 206 when reading about closing entries.) 


Closing Entry 


First Closing Entry—Close Revenue to Income Summary 





ANALYSIS Identify 1. Roadrunner has only one revenue account, Delivery Revenue. The 
accounts affected are Delivery Revenue and Income Summary. 
Classify 2. Delivery Revenue is a revenue account. Income Summary is a 
temporary capital account. 
+/- 3. The Delivery Revenue account balance is decreased by $2,650 to zero. 


That amount, $2,650 is transferred to the Income Summary account. 





DEBIT-CREDIT RULE 4. Decreases in revenue accounts are recorded as debits. Debit Delivery 





Revenue for $2,650. 
5. To transfer the revenue to the Income Summary account, credit Income 
Summary for $2,650. 
T ACCOUNTS 6. Delivery Revenue 7 Income Summary 
Debit | Credit Debit Credit 
- + 
Closing 2,650 | Balance 2,650 Closing 2,650 








n = a J 
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JOURNAL ENTRY o _ 


4 4 | 








GENERAL JOURNAL PAGE 3 
DATE DESCRIPTION ae DEBIT CREDIT | 
120-- Closing Entries 1 | | 
2 Oct. 31 Delivery Revenue 265000 2| | 
g Income Summary 265000 3 | 
| 





To record closing entries in the general journal, follow these steps: 


1. Enter “Closing Entries” in the center of the description column. 

2. Enter the date (the last day of the fiscal period). 

3. Enter the name(s) of the account(s) to be debited and the amount(s) to 
be debited. 

4. Enter the name of the account, Income Summary, to be credited and 
the amount to be credited. 


Closing the Balances of the 
Expense Accounts to Income Summary 


The second closing entry transfers the balances of the expense accounts 
to Income Summary. The balances of the expense accounts are found in 
the Income Statement section of the work sheet. 








Closing Entry 


Second Closing Entry—Close Expenses to Income Summary 


ten a 


ANALYSIS Identify 1. The accounts affected by the second closing entry are Advertising 
Expense, Maintenance Expense, Rent Expense, Utilities Expense, and 
Income Summary. 

Classify 2. Advertising Expense, Maintenance Expense, Rent Expense, and 
Utilities Expense are expense accounts. Income Summary is a 
temporary capital account. 
+/- 3. The balances of the four expense accounts are decreased to zero; the 

total decrease is $1,500. The total amount, $1,500, is transferred to the 
Income Summary account. 


rr... ni 


DEBIT-CREDIT RULE 4. To transfer the expenses to the Income Summary account, debit 
income Summary for $1,500. 
5. Decreases in expense accounts are recorded as credits. Credit 
Advertising Expense, $75; Maintenance Expense, $600; Rent 
Expense, $700; Utilities Expense, $125. 


i 
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T ACCOUNTS 


JOURNAL ENTRY 1. GENERAL JOURNAL FETE 





- 














6. ___ Income Summary ; Advertising Expense 
Debit Credit Debit Credit 
Closing 1,500 Blane 75 Gidding 79: 
_ Maintenance Expense Rent Expense 
Debit Credit Debit Credit 
+ = + = 


Balance 600 Closing 600 Balance 700 Closing 700 


Utilities Expense 
Debit Credit 
+ == 
Balance 125 Closing 125 





PAGE 






DATE DESCRIPTION HOST DEBIT CREDIT 


s Oct. 31 Income Summary 150000. | | 5 
6 _ Advertising Expense | 75 00 6 
7 Maintenance Expense 60000 7 
8 Rent Expense 700 00 8 
9 Utilities Expense 125\00 9 











Closing Entries 
To Close Revenue 
Accounts: 
e Debit revenue 
account(s) 
e Credit Income 


Summary account 
To Close Expense 
Accounts: 
¢ Debit Income 
Summary account 
e¢ Credit expense 
account(s) 
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It is not necessary to use a separate closing entry for each expense 
account. As you can see, the above entry has one debit and four credits. A 
journal entry with two or more debits or two or more credits is called a 
compound entry . A compound entry saves both space and posting time. 
For example, each of Roadrunner’s expense accounts could be closed to 
Income Summary separately. That, however, requires four entries and post- 
ings to the Income Summary account instead of one entry and posting. 


Closing the Balance of the 
Income Summary Account to Capital 


The third closing entry transfers the balance of the Income Summary 
account to the capital account. As shown in the T account, after closing 
Roadrunner’s revenue and expense accounts, Income Summary has a credit 
balance of $1,150. 


Income Summary 





2 Closing entry for expenses — 1,500) 1 Closing entry for revenue 2,650 


Balance 1,150 


Completing the Accounting Cycle for a Sole Proprietorship 


A credit balance indicates net income for the period. It is the same 


amount that appears on the work sheet. 


Closing Entry 


Third Closing Entrv—Close Income Summary to Capital 


—111"R1l%Z]klkscok*-—=—=—=—=—rzrR%xC<w_We......W..W.WW.W.W.W.W.WW.W.W.W.._._._.w.w.w..i 


ANALYSIS Identify 1. The accounts Income Summary and Maria Sanchez, Capital are affected. 
Classify 2. Income Summary is a temporary capital account. Maria Sanchez, 
Capital is an owner's capital account. 
+/- 3. The Income Summary account balance is reduced to zero by 


transferring $1,150, the net income amount, to the capital account. 
Maria Sanchez, Capital is increased by $1,150. 

DEBIT-CREDIT RULE 4. To reduce the Income Summary balance to zero, debit Income 
Summary for $1,150. 


5. Net income is recorded as a credit to the owner's capital account. Credit 
Maria Sanchez, Capital for $1,150. 


en 





T ACCOUNTS 6. Income Summary Maria Sanchez, Capital 
Debit Credit Debit Credit 
- È 
Closing 1,150 Balance 1,150 Balance 25,400 


Closing 1,150 


——r—r—————_——6&@6 _I 


JOURNAL ENTRY 7. GENERAL JOURNAL parpresd stiad (2. 


DESCRIPTION het DEBIT CREDIT 





1 Oct. 31 Income Summary 


12 Maria Sanchez, Capital 





3 








After the third closing entry is posted, the Income Summary account 
appears as follows: 


Income Summary 


2 Closing entry for expenses. 1,500| 1 Closing entry for revenue 2,650 


3 Closing balance to owner’s 
capital account 1,150 


If a business reports a net loss for the period, Income Summary has a 
debit balance. In that situation, the third closing entry is a debit to the 
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capital account and a credit to Income Summary for the amount of the net 


x 
a 
de 

a 


loss. Figure 10-3 shows this entry as it appears in the general journal. 


| Closing Entries 





with zero balances. 


Closing entries are GENERAL JOURNAL PAGE 3 
| sometimes called clearing 
| entries because one of their DATE DESCRIPTION ae DEBIT CREDIT 
| functions is to clear the 20-- Closing Entries | 1 
| revenue and expense 2 Oct. 31 Maria Sanchez, Capital 700\00 oN 2 
| | accounts and leave them 3 Income Summary 70 0|00. 3 
| | 4 4 





| n 
Figure 10-3 Closing Income Summary for the Amount of Net Loss 


Closing the Balance of the 
Withdrawals Account to Capital 


The fourth and last closing entry transfers the balance of the withdrawals 
account to the capital account. As you recall, withdrawals decrease owner’s 
equity. The balance of the withdrawals account is transferred to the capital 
account to reflect the decrease in owner's equity. The balance of the with- 
drawals account is found in the Balance Sheet section of the work sheet. 





| Closing Entry 


Fourth Closing Entry—Close Withdrawals to Capital 


ANALYSIS Identify 1. The accounts affected by the fourth closing entry are Maria Sanchez, 
Withdrawals and Maria Sanchez, Capital. 
Classify 2. Maria Sanchez, Withdrawals is a temporary capital account. Maria 
Sanchez, Capital is an owner's capital account. 
+/- 3. Maria Sanchez, Withdrawals is decreased by $500. Maria Sanchez, 


Capital is decreased by $500. 


a 


| DEBIT-CREDIT RULE 4. Decreases in owner's capital accounts are recorded as debits. Debit 
Maria Sanchez, Capital for $500. 

5. Decreases in owner's withdrawal accounts are recorded as credits. 
Credit Maria Sanchez, Withdrawals for $500. 


———_ ee 








T ACCOUNTS 6. Maria Sanchez, Capital Maria Sanchez, Withdrawals 
x x Tu | 
Debit Credit Debit | Credit 
Closing 500 Balance 26,550 Balance 500 Closing 500 





L > 
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JOURNAL ENTRY 7. GENERAL JOURNAL PAGE 3 
DATE DESCRIPTION e DEBIT CREDIT 
44 | | 
14 Oct. 31 Maria Sanchez, Capital 50000 14 
15 Maria Sanchez, Withdrawals | 50000 15 
| TT | 
16 | | | | 16 | 


























The journal entries made to close the temporary capital accounts for 
Roadrunner are shown in Figure 10-4. 
GENERAL JOURNAL pace__3_ 
DATE DESCRIPTION reer DEBIT CREDIT 
1 20-- Closing Entries | 1 CONNECT TO ... 
2|\Oct. | 31 | Delivery Revenue 2165000 2 LITERATURE 
3 Income Summary 2|650\00 3 
i F nH i People often stereotype 
5 31 Income Summary 1500 00 5 accounting as mechanical 
6 Advertising Expense 75\00 6 and plain. Johann von 
4 Maintenance Expense 60000 7 Goethe didn't. The Romantic 
8 Rent Expense 700|00 8 author most famous for 
9 Utilities Expense 1125/00. 9g Faust described Luca 
10 10 Pacioli’s system of account- 
11 31 Income Summary 115000 11 ing as possessing timeless 
12 Maria Sanchez, Capital | 1|1|5\0|00 12 beauty and simplicity—one 
i eet of the greatest achievements 
14 31 Maria sanich a; eerie 500 00 14 of the human intellect. 
15 Maria Sanchez, Withdrawals 50000 15 
16 16 
Figure 10-4 Journalizing the Closing Entries 





Computer Viruses Ethical Decision Making: 


i e ical j ? 
Computer viruses are small computer programs What are the ethical issues: 


| 
that “reproduce” themselves into other programs, What are the alternatives? 


slowing entire systems or, worse, destroying data. 
Imagine that you're a part-time accounting clerk 





Who are the affected parties? 





for a big corporation like Adidas. Your friend gives How do the alternatives affect | 
you a computer game with a harmless virus to the parties? IT 
play with. To add some fun to your work, you 
decide to load the game onto the company’s 
network system. 


What would you do? 
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SECTION I Check Your Understanding 





Now that you have studied this section, complete the following questions and problems. 


rn 





Thinking Critically 
1. Why are closing entries for revenue and expense accounts recorded? 
2. What is the purpose of the Income Summary account? 
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Communicating Accounting 


It is 8:00 A.M. and your boss, Gregory Levi, posted a note on your 
phone asking you to come see him. He does not understand why his 
owner's equity account shows a decrease. You determine that the reason 





for the decrease in owner's equity is the amount of withdrawals made this quar- 

ter. Before you see your boss, you make a few notes. Write out some discussion points to help 
you explain the situation. Then pick a colleague to listen to your explanation, which should 
include proof that you understand the closing of the balance of a withdrawals account to a 
capital account. 


Problem 10-1 Preparing Closing Entries 





Instructions Prepare closing entries for the following in your working papers. 

1. A closing entry must be made for the account Ticket Revenue, which has a balance 
of $6,000. 

2. A business has three expense accounts: Gas and Oil Expense (balance, $700), 
Miscellaneous Expense (balance, $600), and Utilities Expense (balance, $1,800). The end 
of the fiscal year is June 30. 





Problem 10-2 Analyzing a Source Document 


Instructions Using the source document: 
1. Journalize the transaction in a 


general journal in your DEPARTMENT OF WATER & POWER 
. i 455 Main Street ° 
DE dre Ly 

working papers. Sarasota, FL 3423 eae, pees 
2. Post the entry to the INVOICE NO.: 32004 

appropriate T accounts. Gulfview Tropical Fish and Supplies | 
. ee = TO 4524 West Palm Bay Avenue 
3. Assume it is the end of the Sarasota, FL 34222 | 





accounting period. Record the 


closing entry for this account pe usace | ne | 


in the general journal 


"a | i _ ee 
4. Post the closing entry to the 


appropriate T accounts. 
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SECTION 217 


Posting Closing Entries and 
Preparing a Post-Closing 
Trial Balance 







| 
| 


Completing the Eighth Step in the boas danas | 


i 


Accounting Cycle: Posting Closing ° How to record closing || 


. entries in the general Ill 
Entries to the General Ledger i 
In the last section you learned how to prepare four closing entries. The * The purpose of a post- 


| 
next step in the closing process is to post the closing entries to the gen- closing trial balance. WH | 
* Howto prepare a post- | | 
| 
il 


eral ledger accounts. The posting procedure is the same as for any other i i 
closing trial balance. 


general journal entry, with one exception. The word “Closing” is written 
in the Description column of the general ledger account. The posting of Why It’s Important 

. ; _ È . i & S BEI hs e a 
the closing entries for Roadrunner is shown in Figure 10-5. 





i Lai 





balance verifies that the 
closing entries are properly 





A post-closing trial | | 
| 
| 























GENERAL JOURNAL PAGE 3 ; 
recorded in the general 
DATE DESCRIPTION oe DEBIT CREDIT ledger and that you are ll 
I 
1 20- Closing Entries | 1 ready to start the next 
2 Oct. 31 Delivery Revenue 401 2650 00 2 accounting period. ty i 
3 Income Summary 303 265000 3 \ | 
4 4 a HI 
5 31 Income Summary 303 1 500 00 5 — HH 
caver Ets ee | aN CN post-closing trial balance WI 
7 Maintenance Expense SOS 60000 7 |} 
8 Rent Expense 510 70000 8 : | 
9 Utilities Expense 515 12500 9 {|| 
10 | 10 i | 
11 31 Income Summary 303 115000 11 ili I 
12 Maria Sanchez, Capital 301 115000 12 Ill 
13 13 | il 
14 31 Maria Sanchez, Capital 301 500 00 14 | | 
15 Maria Sanchez, Withdrawals — 302 500 00 15 II 
Îl 
a | | 
ACCOUNT Maria Sanchez, Capital __ ACCOUNT NO. _ 391 Il 
Il 
III 
BALANCE | 
DATE pescription FOST _DEBIT CREDIT DEBIT i CREDIT | Il 
20-- | | | | | || 
Oct. 1 GI | |. 25}0.00\00 25000 00 ill 
2 GI | | 40000 25400 00 HII 
31 Closing —G3 | | 11150\00 | 26550 00 | | 
Î Hh | 
31. Closing G3 500 00 | 26050 00 - sui Le ili} 
n | | | I Figure 10-5 Closing Entries | 
Posted to the General Ledger | | | 
rata 
Ae 
il 
il 
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ACCOUNT _ Maria Sanchez, Withdrawals - ara No. 302 
paTE © vescription POST DEBIT CREDIT —_ E i 
= : DEBIT CREDIT 
20-- 4 Il 
Oct. 31 GI 50000 | |  |50000 || 
31 Closing G3 $00)00 il 
ACCOUNT_ Income Summary ACCOUNT NO. _303__ 
“i BALANCE 
DATE DESCRIPTION "per DEBIT CREDIT = 
E i CREDIT 
20- | 
a 43 Ato 
Oct. 31 Closing G3 | 2650.00 
31 Closing G3 150 000 | 
31 Closing G3 1 150)00 14 
| 
ACCOUNT _Delivery Revenue - ACCOUNT NO. #01 _ 
DATE DESCRIPTION POST DEBIT CREDIT ae 
20-- L] Li] 
Oct. 15 GI d 1120000 
20 GI (IS 1450 00 
31 Closing G3 265000 | 
ACCOUNT _ Advertising Expense ACCOUNT NO. 501 
-- BALANCE 
DATE = DESCRIPTION OS! DEBIT CREDIT —— ca 
a TÀ TT 
Oct. 18 GI 75.00 FI 
31 Closing G3 i 75.00 
ACCOUNT _ Maintenance Expense ACCOUNT No. _505 
suis BALANCE 
DATE DESCRIPTION "SEE DEBIT DI 
20-- 
Oct. 29 GI 600.00 I 
31 Closing G3 
ACCOUNT _ Rent Expense ACCOUNT NO. 310 _ 
TE We sa = BALANCE Il 
DATE ESCRIPTION REF DEB CREDIT 
20-- 1 
Oct. 16 GI 70000 qj 
31 Closing | G3} AE it 
ACCOUNT_ Utilities Expense ACCOUNT NO. 515 _ 
da IE BALANCE 
DATE = DESCRIPTION "KE DEBIT CREDIT ono 
20-- wee | ie J mie 
Oct. 28 GI 125,00 tf i _W 
31 Closing G3 i! 125,00. di LIL 





Figure 10-5 Closing Entries Posted to the General Ledger (continued) 
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Permanent Accounts 
After closing, the 
only accounts with 
balances are perma- 
nent accounts. 


ACCOUNTING 


ACCOUNTING 
TEXTBOOKS 

Friar Luca Pacioli pub- 
lished the first complete 
accounting textbook, 
Summa de Arithmetica, 
Geometria: Proportioni et 
Proportionalita in 1494. The 
double-entry system he 
described is still used today. 





The Ninth Step in the Accounting Cycle: 
Preparing a Post-Closing Trial Balance 


The last step in the accounting cycle is to prepare a post-closing trial bal- 
ance. The post-closing trial balance is prepared to make sure total debits 
equal total credits after the closing entries are posted. The post-closing trial 
balance for Roadrunner is shown in Figure 10-6. 

Notice that only accounts with balances are listed on the post-closing 
trial balance. After the closing process, only permanent accounts have bal- 
ances. Temporary accounts have zero balances, so there is no need to list 
those accounts on the post-closing trial balance. 


Roadrunner Delivery Service 
Post-Closing Trial Balance 
October 31, 20-- 










Cash in Bank 21|1 2 5|00 
Accounts Receivable—City News 1,450.00 
Computer Equipment 3 000 00 
Office Equipment 

Delivery Equipment 12 000 00 


Accounts Payable—Beacon Advertising 
Accounts Payable—North Shore Auto 
Maria Sanchez, Capital 

Total 





26 050.00 


275/00 371775 











Figure 10-6 Post-Closing Trial Balance 


ANALYZING FINANCIAL REPORTS 


Calculating Return on Owner’s Equity 


The statement of changes in owner’s equity reports the amount of the owner's interest in the business. If 
the business is successful and growing, owner’s equity should increase each fiscal period. One measure of 
business success is the return on owner's equity. Look at the following example. 


Net In i 
et Income _ $ 3,600 — 105% 





Beginning Owner's Equity — Withdrawals $34,500 — $2,500 


The resulting percentage shows the amount earned during the period on each dollar invested by the owner. 


> Analyze the Report: 


Use the income statement on page 206 and the statement of changes in owner’s equity for Roadrunner 
Delivery Service on page 211 to answer these questions. 
1. Calculate the return on owner’s equity for the month of October. 
2. If you were the owner of Roadrunner Delivery Service, how would you evaluate the return on equity? 
For example, if current rates on savings paid by banks is 5 percent, how does your return on equity 


compare? 
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SECTION 2 Check Your Understanding 





Now that you have studied this section, complete the following questions and problems. 


ar? . . e e 
| iE Thinking Critically 
4 1. After the closing process, what types of accounts have balances other than zero, and what 
types of accounts have zero balances? 
2. What is the purpose of the eighth and ninth steps in the accounting cycle? 





Communicating Accounting 

The Electric Light Company has a large accounting department, and every accounting 
clerk has specific duties. Your co-worker, Denise Doster, is ill today, and she usually completes 
the post-closing trial balance. You are too busy with your own work to complete this task, 


and Denise cannot be reached by phone, so you have to show another accounting clerk how 
to prepare the post-closing trial balance. Explain where the balances are pulled from and how 
to set up the post-closing trial balance. Using your computer or lined paper, draft an exam- 
ple for the accounting clerk to follow. 









Problem 10-3 Determining Accounts Affected 
by Closing Entries 


The following list contains some of the accounts used by the Living Well Health Spa. 








General Ledger 
Accts. Pay.—The Fitness Shop Membership Fees 


Accts. Rec.—Linda Brown Miscellaneous Expense 
Advertising Expense Office Furniture 

Cash in Bank Rent Expense 

Exercise Class Revenue Repair Tools 

Exercise Equipment Ted Chapman, Capital 
Income Summary Ted Chapman, Withdrawals 
Laundry Equipment Utilities Expense 


Maintenance Expense 





Instructions Using the form in your working papers: 
1. In the first column, indicate the financial statement where each 
account appears: balance sheet or income statement. 
2. In the next column, indicate whether or not the account is affected by a closing entry. 
3. In the last column, indicate whether or not the account appears on the post-closing trial 
balance. 
The first account is shown as an example. 


Is the account | Does the account © 
affected by a | appear on the post-_ 
closing entry? | closing trial balance? 


Financial 


Account Name sassoni 





Accts. Pay.—The 
Fitness Shop Balance Sheet 
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KEY CONCEPTS 









. The eighth step in the accounting cycle is to journalize and post the closing entries. 
. The ninth step in the accounting cycle is to prepare a post-closing trial balance. 


. Closing is the process of transferring the balances in the temporary capital accounts to the 


owner's capital account. The work sheet shows the balances of the temporary capital accounts. 


Only temporary capital accounts are closed. The asset, liability, and owner's capital accounts are 


never closed. 


. The first closing entry 1120.- 
transfers the balance of the 2 Dec. 31 Revenue Account XX X|XX 
revenue account(s) to 3 Income Summary 


Income Summary. 
. The second closing entry 





° 4 31 Income Summary XIX|X1XX 
transfers the balances of the Expense Account 
expense accounts to Income 6 Expense Account 
Summary. 7 Expense Account 
. The third closing entry 
transfers the balance of the 8 31 Income Summary XX x XX 
Income Summary account 9 Owner's Capital Account | 
(the net income or net loss 
for the period) to the 12 31 Owner's Capital Account XX XXX 
; ; 
owner's capital account. 13 Withdrawals Account 








. The fourth closing entry 
transfers the balance of the withdrawals account to the owner’s capital account. 


. After the closing entries are journalized, they are posted to the general ledger. A post-closing trial 


|x XX XX 


XXX XX 
XXX XX 
XXX XX 


XXX XX 








XXXXX 








balance is prepared to verify the equality of total debits and total credits in the general ledger 


after the closing entries are posted. 


Roadrunner Delivery Service 
Post-Closing Trial Balance 
December 31, 20-- 









Cash in Bank 21|125|00 
Accts. Rec.—City News 1450 00 
Computer Equipment 3,000 00 
Office Equipment 


Delivery Equipment 12, 000 00 

Accts. Pay.—Beacon Advertising 75,00 
Accts. Pay.—North Shore Auto 11650 00 
Maria Sanchez, Capital 26,050 00 





Totals 37|775|00 37\7 7\5| 00 
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USING TERMS 





On a separate sheet of paper, write a brief definition for each 
term below. 









closing entries Income Summary account 
compound entry post-closing trial balance 








Understanding Accounting 
Concepts and Procedures 


Instructions 
On a separate sheet of paper, answer the following questions: 

. Why are the temporary capital accounts closed at the end of the fiscal year? 

. Which accounts are considered temporary capital accounts? 
3. What is the purpose of the Income Summary account? 

. Explain the relationship between the Income Summary account and the capital account. 
5. How is the Income Summary account different from the other temporary capital accounts? 
>. Why doesn't the Income Summary account have a normal balance? 

. List the steps for closing the temporary capital accounts. 


. What is the source of information for the closing entries? 


. Why is a compound entry useful when closing the expense accounts? 


. How does the closing procedure for net loss differ from the closing procedure for net income? 
. Why is the balance of the withdrawals account closed to the capital account? 


. How are the posting procedures for closing entries and for other general journal 
entries different? 


3. Why is the post-closing trial balance prepared? 


. Why do only the balances of permanent accounts appear on the post-closing trial balance? 
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Case Study... 


Service Business: Computer Consulting 

You are the accountant for Computer Works, a com- 
puter consulting business. After preparing financial 
statements and completing the closing entries below, 
you notice that the owner's capital account balance in 
the general ledger of $34,400 differs from the ending 
capital balance of $43,400 on the statement of changes 
in owners equity. The capital account balance was 
$38,900 at the beginning of the month. 


Date Description Debit Credit 
Aug. 31 Consulting Fee Revenue 9,240 
Income Summary 9,240 
Aug. 31 Income Summary 870 
Advertising Expense 300 
Internet Access Expense 20 
Rent Expense 550 
Aug. 31 Rex Moran, Capital 8,100 
Income Summary 8,100 


Thinking Critically: 
1. Identify the mistakes in the closing entries. 
2. What is the correct capital account balance? 


Conducting an Audit with Alex 














The work sheet and financial statements for 
Bennett Company for November are complete. 
® [he balances of revenue, expense and equity 

. accounts are: 






Service Revenue $ 6,200 
Advertising Expense 900 
Miscellaneous Expense 300 
Rent Expense 1,400 
Utilities Expense 600 
Dale Bennett, Capital 30,000 
Dale Bennett, Withdrawals 2,000 


Instructions Answer the following questions 
about the closing entries that will be prepared: 


1. What is the amount of the debit to the Income 
Summary to close out the expense accounts? 

2. What is the amount of the credit to the Income 

Summary to close out the revenue account? 


CHAPTER 10 





Nama 


inter NET 


CONNECTION 


Accounting Publications 
When using the Internet, the 
accountant has many resources at 
his or her fingertips. Whether you're 
interested in the latest tax laws, 
accounting software, or professional 
conduct tips, you'll find publications 
that cover these topics and others. 


Do This: 

1. Locate and list five accounting 
publications on the Internet. 

. Describe the information each 
publication contains. 

3. Imagine you have landed your 
first accounting job in a CPA 
office. Which publication do you 
think would be most helpful? 


Workplace Skills 


Working in a Team 

Completion of projects at work often requires 
a variety of talents and skills. You may be asked 
to work as part of a team to complete a budget 
for your department or create a presentation on 
your group’s latest achievement. 


On the Job: 

Imagine that you work in the accounting 
department for the multimedia division of MTV. 
The CD-ROM project manager wants to produce 
a new CD-ROM that will contain clips from the 
latest music videos to sell in stores. You and your 
co-workers in accounting have questions: 

e What are the engineering costs for the CD-ROM? 

e When will the CD-ROM be on the shelves at 
music stores? 

e What will be the price of the product? 


Hc; Critically: 
. Forma team of five students. Outline other ques- 
tions you may have for the project manager. 
. Compile your questions and opinions about 
the product (from a financial perspective) into 
a one-page report. 
. Present your report to the class. 
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Closing the Accounting Period 
Making the Transition from a Manual to a Computerized System 





In a Manual System In a Computerized System 


Closing Entries Using a general journal form, prepare | ¢ It is not necessary to journalize 
closing entries for revenue, expense, closing entries. Closing entries are 
income summary, and withdrawals performed by the computerized 
accounts. Post the closing entries in system. 
the general ledger accounts. 

















Closing the Accounting Period in PEACH TREE 





Peachtree Question Description 


What is the difference between 
changing the accounting period 
and closing the fiscal year in 
Peachtree? 










e At the end of an accounting period (usually at month-end), you 
should change to the next accounting period. For example, at March 
30, 20— you would select the next accounting period, April 1, 20— 
through April 30, 20—. 

e The fiscal year should be closed only when you are sure that all entries 

have been recorded and all reports have been printed for the year. 












How do I change the accounting 
period? 


When you finish entering all transactions for the month and are ready to 

move to the next month, you must change the accounting period. 

1. Select Systems from the Tasks menu. 

2. Select Change Accounting Period. 

3. Select the next accounting period from the pull-down menu. 

4. Peachtree asks if you would like to print monthly reports before 
continuing. Do so if necessary. Click OK. 





What does the software do 
“behind the scenes?” 


The software will change the accounting period and it will appear in 
the status bar at the bottom of the screen. 
Now you may enter transactions for the new month. 










How do I close the fiscal year? . Post and print all journal entries before closing the fiscal year. Closing 
the fiscal year cannot be reversed. 

2. From the Tasks menu, select Systems. 

3. Select Close Fiscal Year. 

4. You will be prompted by the software if there are procedures to be 


completed before closing. 














What does the software do 
“behind the scenes?” 


Closing the fiscal year will zero all income and expense accounts and 
post them to the Retained Earnings account, essentially preparing and 
posting all closing entries. 








"For detailed instructions: See the Peachtree User Guide in your Glencoe Working Papers. 
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GHAPTER ID PROBLEMS 


APPLICATION OPTIONS 


Complete chapter 
problems one of four 
ways: 


Problem 10-4 Preparing Closing Entries 


Papers in your 


A portion of the work sheet for Wilderness Rentals for the period ended 1 Manual Working 
Glencoe Workbook 


December 31 appears below. 





Instructions Using the information from the work sheet, prepare the 
journal entries to close the temporary capital accounts. 


or 


Peachtree for 


1. Record the closing entry for the revenue account. Windows Software 


IN 

















2. Record the closing entry for the expense accounts. 
3. Record the closing entry for the Income Summary account. or 
4. Record the closing entry for the withdrawals account. Glencoe 
Integrated 
Wilderness Rentals Seigtaere wae 
Work Sheet 
For the Period Ended December 31, 20-- ee eee. 
ACCT INCOME STATEMENT BALANCE SHEET instructions) 
NO SEME DEBIT CREDIT DEBIT CREDIT or 
i | 
1 101 Cash in Bank | 700000 1 
2 105. Accts. Rec—Helen Katz | 200000 2 a eet 
3 110 Accts. Rec—Polk and Co. | 100000 3 eae rh i 
4 115 Office Supplies | 0000 4 (Problem 10-9) 
s 120 Office Equipment | 1200000 5 
6 125 Camping Equipment 6 00000 6 
7 201 Accts. Pay.—Adventure Equip. Inc. | 90000 7 A 
8 203 Accts. Pay.—Digital Tech Computers | | | 40000 8 d PEACHTREE 
9 205 Accts. Pay.—Greg Mollaro | | 50000 39 SMART GUIDE 
to 301 Ronald Hicks, Capital 1977500 10 
11 305 Ronald Hicks, Withdrawals | | 235000 "1 Step-by-Step Instructions: 
12 310 Income Summary June 12 Problem 10-4 
13 401 Equipment Rental Revenue 1496500 13 1. Sélect the problem set 
14 SOL Advertising Expense 1 50000 Î 14 i for re Rentals 
15 SOS Maintenance Expense 1 56000 15 (Prob. 10-4) 
16 515 Rent Expense 1 00000 | 16 2. Rename the company 
17 525 Utilities Expense 123000 17 and set the system date. 
18 529000 14 96500 3125000 21 37500 18 3. Select System from the 
19 Net Income 9 67500 | 967500 19 Tasks menu and then 
20 1496500 1496500 3125000 3125000 20 choose Close Fiscal 
a4 | | | 21 Year. 
| | 4. Answer the Analyze 
i . . question. 
Analyze: What is the capital account balance after posting the closing 5. End the session. 
entries? TIP: Print the General 


Ledger or Trial Balance 
report to find an account 
balance. 





Problem 10-5 Preparing a Post-Closing 
Trial Balance 


Instructions Use the accounts shown on the next two pages to prepare a 
Dec. 31 post-closing trial balance. 


È 


Continued 
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UT PEACHTREE 
SMART GUIDE 


Problem 10-5 


1. Select the problem set 
for Hot Suds Car Wash 
(Prob. 10-5). 

2. Rename the company 
and set the system date. 

3. Print a General Ledger 
Trial Balance. 

4. Answer the Analyze 
question. 

5. End the session. 


TIP: Print the General 
Ledger Trial Balance after 
you complete the closing 
process to generate a post- 
closing trial balance. 
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Step-by-Step Instructions: 


Hata 


Cash in Bank 





Debit 
+ 
Balance 8,000 


Credit 


Accounts Receivable— 
Valley Auto 

Debit Credit 
+ a 

Balance 5,050 


Office Furniture 





Debit Credit 
+ Lu 
Balance 9,000 





Accounts Payable— 
Allen Vacuum Systems 








Accounts È 
Linda 


PROBLEMS 


Xeceivable— 
Brown 





Debit 
+ 
Balance 875 


Credit 


Office Equipment 
T 





Debit 
+ 
Balance 6,000 


Car Wash 


Credit 


Equipment 





Debit 
+ 
Balance 65,000 


7 


Credit 





Accounts Payable— 
O’Brian’s Office Supply 





Debit 


Credit 
+ 
Balance 41,000 


Regina Delgado, Capital 





Debit 


Closing 1,500 


Credit 
+ 
35,925 
Closing 16,000 


Income Summary 





Debit 


Closing 19,000 
Closing 16,000 





Debit 


Closing 8,000 


Credit 


Closing 35,000 


Wax Revenue 


Credit 
+ 
Balance 8,000 


Advertising Expense 





Debit 
+ 
Balance 2,500 





Problems 


Credit 


Closing 2,500 


Debit 


Credit 
+ 
Balance 2,500 


Regina Delgado, Withdrawals 





Debit 
+ 
Balance 1,500 


Wash I 


Credit 


Closing 1,500 


Revenue 





Debit 


Closing 15,000 


Credit 
+ 
Balance 15,000 


Interior Detailing Revenue 
I 





Debit 


Closing 12,000 


Equipment R 


Credit 
+ 
Balance 1 2,000 


ental Expense 





Debit 
+ 
Balance 3,000 


Credit 


Closing 3,000 





Continued 






wa 


Maintenance Expense Rent Expense i PEACHTREE 














Debit Credit Debit Credit SMART GUIDE 
+ + / 
Balance 5,000 Closing 5,000 Balance 5,000 Closing 5,000 Step-by-Step Instructions: 
Problem 10-6 
Utilities Expense 1. Select the problem set 
a —— for Kits & Pups Grooming 
Debit Credit (Prob. 10-6). 
+ _ 2. Rename the company 
Balance 3,500 Closing 3,500 and set the system date. 
3. Close the current fiscal 
: ; : year. 
Analyze: What is the balance of the temporary accounts after the closing 4. Answer the Analyze 
entries are posted? question. 


5. End the session. 





Problem 10-6 Journalizing Closing Entries 





The following account names and balances appear on the work sheet for 
Kits & Pups Grooming for the month ended December 31. 


Kits & Pups Grooming 
Work Sheet 
For the Month Ended December 31, 20-- 


ACCT. INCOME STATEMENT BALANCE SHEET 
NO: Pena DEBIT CREDIT DEBIT CREDIT 

1 Cash in Bank 9 300 00 1 
2 Accts. Rec.—Juan Alvarez 300000 2 
3 Accts. Rec.—Nathan Carlsbad i 1000000 3 
al Accts. Rec-—Martha Giles | 500000 4 
5 Office Equipment | 800000 5 
6 Office Furniture ~ 1000000 6 
7 Computer Equipment 9 000 00 7 
8 Grooming Equipment 15,000 00 8 
9 Kennel Equipment 2100000 | | 9 
10 Accts. Pay.—Able Store Equip. 5,000.00 10 
1 Accts. Pay.—Dogs & Cats Inc. 150000 14 
12 Accts. Pay.—Pet Gourmet 15100000 12 
13 Abe Shultz, Capital 5270000 13 
14 Abe Shultz, Withdrawals | 700000 Il] (a 
15||- Income Summary | | | 15 
16 Boarding Revenue 2000 00 | | 16 
17 Grooming Revenue 800000 | 17 
18 Advertising Expense i | | 18 
19 Equipment Repair Expense 19 
20 Maintenance Expense | 
21 Rent Expense | 
22 Utilities Expense | 








Instructions Using the above information, record the closing entries for 
Kits & Pups Grooming. Use general journal page 11. 





Analyze: What was the change in the capital account for the period? 
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I g17.Va 11112 
SMART GUIDE 





Problem 10-7 Posting Closing Entries and 
Preparing a Post-Closing Trial Balance 

| Step-by-Step Instructions: i i lix Pan ue i 

| Problem 10-7 The closing entries for Outback Guide Service for the period ended 


1. Select the problem set December 31 appear below. 
for Outback Guide 4 
Service (Prob. 10-7). 


2. Rename the company GENERAL JOURNAL pace J 


Il and set the system date. DATE DESCRIPTION es DEBIT CREDIT 
3. Close the fiscal year. | BEE a 

4. Print a General Ledger | 1 20-- Closing Entries 1 
Trial Balance. 2 Dec. 31 Guide Service Revenue 16 300 00 | 2 
| 5. Answer the Analyze 3 Income Summary | | 1630000 3 
| 6. ki : 31 Se I —_ a 0 0 00 | 4 
| 5 Advertising Expense | | 3100000 5 
| 6 Maintenance Expense | 1(100\00 e 
| 7 Rent Expense aaa 400000 7 
| s Utilities Expense | 1190000 = 
9 31 Income Summary 6300 00 Ppa 9 
Juanita Ortega, Capital [td | 6130000 10 
31 Juanita Ortega, Capital 4.000) 00 | 11 
12 Juanita Ortega, Withdrawals | 4000 00 12 








| Instructions In your working papers: 
1. Post the closing entries to the appropriate general ledger accounts. 
2. Using the general ledger in your working papers, prepare a post-closing 
trial balance. 






Analyze: What is the balance of the capital account after closing? 





J PEACHTREE 
SMART GUIDE 


Step-by-Step Instructions: 


Problem 10-8 Completing End-of-Period Activities 


Problem 10-8 The general ledger for Showbiz Video shows the following at December 31: 
1. Select the problem set 
for Showbiz Video General Ledger 
ian | 101 CashinBank 12,000 207 Accts. Pay > 
and set the system date. 105 Accts. Rec.—G. Cohen 3,000 New Media Suppliers 3,000 
3. Print a General Ledger 110 Accts. Rec.—J. Coletti 900 209 Accts. Pay.—Palace Films 14,000 
Trial Balance. 113 Accts. Rec.—S. Flannery 1,800 301 Greg Failla, Capital 33475 
2, PHanIncone 115 Accts. Rec.—Spring 305 Greg Failla, Withdrawals 4,000 
na HIRST Branch School District 1,500 310 Income Summary — 
5. Close the fiscal year. 130 Office Equipment 5,000 401 Video Rental Revenue 9,600 
6. Print a General Ledger 135 Office Furniture 8,000 405 VCR Rental Revenue 3,500 
Trial Balance. 140 Computer Equipment 10,000 501 Advertising Expense 1,600 
7. Answer the Analyze 145 Video Tapes 20,000 505 Equipment Repair 
8. i 150 Video Equipment 9,000 Expense 1,200 
TIP: You can use the 201 Accts. Pay.—Broad Street 510 Maintenance Expense 400 
General Ledger navigation : Office Supply 400 520 Rent Expense 1,000 
aid to access the financial 205 Accts. Pay.— 530 Utilities Expense 375 
statements. Computer Horizons 15,500 


i) 
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Instructions Using the preceding account names and balances: 


1. Prepare the six-column work sheet. The period covered is one month. 








2. Prepare the financial statements. Greg Failla invested $10,000 during the 

month. il 
3. Record the closing entries on page 12 of the general journal. | 
4. Post the closing entries. 
5. Prepare a post-closing trial balance. | 


Analyze: What is the total amount of all the accounts receivable accounts 
on December 31? Î 


È 
1 


Betzee: Problem 10-9 Completing «> SETTA 
‘PROBLEM End-of-Period Activities aa 


Step-by-Step Instructions: 











At the end of December, the general ledger Problem 10-9 
for Job Connect showed the following account balances: 1. Select the spreadsheet 
template for Problem 
10-9. 


General Ledger 2. Enter your name and the 








101 Cash in Bank 6,000 207 Accts. Pay.—Wildwood date in the spaces 
105 Accts. Rec.— Furniture Sales 2,000 provided on the 
CompuRite Systems 1,000 301 Richard Tang, Capital 23,600 template. 
110 Accts. Rec.— 302 Richard Tang, 3. Complete the 
Marquez Manufact. 500 Withdrawals 3,000 i Il 
113 Accts. Rec.—Roaring 303 Income Summary — working papers. 
Rivers Water Park 600 401 Placement Fees Revenue 6,900 4. Print the spreadsheet 
115 Accts. Rec.—M. Spencer 200 405 Technology Classes and proof your work. 
130 Office Equipment 7,000 Revenue 2,400 5. Save your work and exit 
135 Office Furniture 5,000 501 Advertising Expense 3,000 RIS SRISSASIESE ROGO, 
140 Computer Equipment 8,500 SOS Maintenance Expense 800 
201 Accts. Pay.—Micro 510 Miscellaneous Expense 800 
Solutions Inc. 2,800 520 Rent Expense 2,000 
205 Accts. Pay.—Vega 530. Utilities Expense 900 
Internet Services 1,600 










Instructions Using the preceding account names and 

balances: aint me 

1. Prepare the six-column work sheet. The period covered di Li 
is one month. 

2. Prepare the financial statements. 

3. Record the closing entries on page 28 of the general 
journal. 

4. Post the closing entries. 

5. Prepare a post-closing trial balance. 





1 








7 afuoì aD 
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ui 


Analyze: What was the greatest expenditure for the 
period? 
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Ng Cash Control and 
Banking Activities 


















Learning Objectives 


When you have completed this 
chapter, you will be able to: 


Di RE ANO ATTS 
CONTROLLING CASH 






> Describe the internal controls 
used to protect cash. 














If you're shopping for waterproof boots or a new waistpack, you 
could be looking at Timberland’ products. 

The Timberland Company designs and sells footwear, 
clothing, and accessories. Timberland’ products are sold in more 
than 90 countries through specialty and department stores, in ad- 
dition to its own retail locations. The company’s flagship store is on 
Madison Avenue in New York. When you shop at a Timberland" 
store, you might pay for your purchase in cash or use a credit card. 








Describe the forms needed to 
open and use a checking account. 


> Accurately record information on 
check stubs. 








Prepare a check correctly. 










Reconcile a bank statement. 








> Journalize and post entries 
relating to bank service charges. 








What do you think? 

lf you worked at a Timberland’ store, what are at least three 
cash controls you would use to help protect money received by 
the company? 









> Define the terms introduced in 
this chapter. 










We. 


mberland & . 
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You cash your paycheck, stuff ee. 

* the cash in your wallet, and before 

you know it, it’s gone! It’s easy to 

lose track of how you spend your money. 
Businesses also have to watch their money 
carefully. One way of safeguarding cash is to 
keep it in the bank and write checks to make 
payments. You'll learn about a business 
checking account in this chapter. 


[)nvestigate: 

1. Do you handle cash, checks, or credit cards 
in your job? 

What procedures are in place to help 
protect cash? 
















What You'll Learn 


° What controls a business 
uses to protect cash and 
why these controls are 
needed. 

* To complete forms used 
to open a checking 
account. 

* To record information on 
check stubs. 

* To prepare a check 
correctly. 


Why It's Important 


Cash is a valuable asset. 
It must be protected and 
processed properly. 


[ki EVS 


internal controls 
external controls 
checking account 
check 

depositor 
signature card 
deposit slip 
endorsement 
restrictive endorsement 
payee 

drawer 

drawee 


voiding a check 
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Banking Procedures 


In any business, cash (currency, 
coins, and checks) is used in daily trans- 
actions. A business receives cash in 
return for the goods or services it sells. 
It pays out cash to purchase goods and 
services and to pay its expenses. An 
important part ot accounting for a busi- 


ness, therefore, involves tracking the 





cash received and paid out. For exam- 
ple, McDonald's has established procedures for processing the cash 
received from the sale of food and drinks. McDonald's also has a system 
ot monitoring and controlling cash paid out for wages, utilities, supplies, 
and the numerous other expenses involved in operating a restaurant. 
Cash needs protection to prevent loss or waste. One of the most com- 
monly used controls is a checking account. The use of a checking 
account not only helps protect cash but also provides a separate record 


of cash transactions. 


Protecting Cash 


It is important to protect cash from loss, waste, theft, forgery, and 
embezzlement. Cash is protected through internal controls and external 


controls. refer to those steps the business itself takes 





to protect cash and other assets. Internal controls for cash include: 


1. Limiting the number of persons handling cash. 

2. Separating accounting tasks 
involving cash. For example, one 
person handles cash receipts and 
payments, and a different person 
keeps the accounting records 
showing the amounts received 
or paid. 

3. Bonding (insuring) employees who 
handle cash or cash records. 


4. Using a cash register and a safe. 


DI 


. Depositing cash receipts in the 


bank daily. 





6. Using checks to make all cash payments. 





dures provided outside the business to protect cash and other assets. For 


Cash Control and Banking Activities 


example, banks maintain controls to protect the funds their customers 


deposit. These controls include verifying the accuracy of signatures on checks 


and maintaining records of monetary transactions. 


Opening a 
Checking Account 
A checking account allows a person or busi- 


ness to deposit cash in a bank and to write checks 
against the account balance. A check is a written 
order from a depositor telling the bank to pay a stated 
amount of cash to the person or business named on 


the check. A depositor is a person or business that 
has cash on deposit in a bank. 


Signature Card 


To open a checking account, a business owner 
fills out a signature card and deposits cash in the 
bank. A signature card contains the signature(s) of the 
person(s) authorized to write checks on the account. 
The signature card is kept on file so that it can be 
matched against signed checks presented for payment. 
The use of a signature card protects both the account 
holder and the bank against checks with torged sig- 
natures. Figure 11-1 shows the signature card used to 





ACCOUNT 


ACCT. NO i 
NAME Roadrunner Delivery Service 


303443 
ACCT.TYPE: Mceka. Dsav DCR 
0 OTHER 
NO. SIGNATURES REQUIRED 1 


SOC. SEC. NO. OR TAXPAYER I.D. NO sienature Maria Sanchez 


1 SIGNATURE 


2 SIGNATURE _ 


THE INDIVIDUALS WHO HAVE SIGNED ABOVE ARE AUTHORIZED TO USE THIS ACCOUNT ACCORDING TO 
THE RULES AND REGULATIONS THAT APPLY TO IT AND ANY SPECIAL INSTRUCTIONS ON FILE WITH THE 

BANK. EACH PERSON WHO SIGNS ACKNOWLEDGES THAT THESE RULES AND REGULATIONS HAVE BEEN 
RECEIVED AND AGREES TO THEIR TERMS. EACH PERSON ALSO AUTHORIZES THE BANK TO REQUEST A 
CONSUMER REPORT FROM ANY CONSUMER REPORTING AGENCY 


FOR BANK USE 
IDENTIFICATION 











PRESENTED CA State License i o 
COMMENTS Sole Proprietorship—delivery service 

ADDRESS 155 Gateway Blvd., Sacramento, CA 94230 

Buon 443-9696 BUSINESS. 449-1692 


NEW ACCOUNT CI CAPTION CHANGE [J NEW SIGNATURE (J ADDITIONAL SIGNATURE 














(J INDIVIDUAL (J JOINT (J CORPORATE (BUSINESS (J FIDUCIARY 
(J OTHER / 

NCPS OPENEDBY GLC BRANCH 

DATE OPENED AMOUNT 

ORCHANGED October 1, 20-- DEPOSITED $ 25,000.00 


open the checking account for Roadrunner Delivery 
Service. 


Checkbook 


When a depositor opens a checking account, checks are printed for the 
depositor’s use. Printed checks are packaged together in checkbooks shown in 
Figure 11-2, which looks like a spiral-bound notebook. Each 
page has several detachable checks attached to check stubs, both 
numbered in sequence. Using checks with preprinted numbers 
helps a business keep track of every check that is written, an 
important internal control. 


ABA Number 


In addition to the check number, each check is printed with 
the account number and an American Bankers Association (ABA) 
number. The ABA number is the fractional number printed in 
the upper right corner of a check, just below the check number. 
The ABA number is a code that identifies the bank. For example, 
look at the ABA number on the check in Figure 11-3. The num- 
ber above the line and to the left of the hyphen represents the 
city or state where the bank is located. The number to the right 
of the hyphen indicates the specific bank. The number below 
the line is the code for the Federal Reserve district where the 
bank is located. 


Figure 11-1 Checking Account Signature Card 




















Figure 11-2 Checkbook 
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Figure 11-3 Printed Check = 








Roadrunner Delivery Service No. 101 
155 Gateway Blvd. fo 71-627 
PR Sacramento, CA 94230 a 3222 
International DATE 20 
( d 
eni BRE . 
DOLLARS 











Netiquette 


When sending e-mail 
to any business-related 
accounts, keep your mes- 
sage brief and relevant. 
Treat it as a formal letter, 
using proper capitalization, 
grammar and spelling. 
Avoid smiley faces and 
other e-mail tricks that 
create an unprofessional 


e American National Bank 
SACRAMENTO, CALIFORNIA 


MEMO 
tie 7460718 303443" 40% 


The ABA number was developed to speed the sorting of checks by hand. 
\n updated version ot the ABA number is also printed on the bottom of 
each check for electronic sorting. The ABA number, the depositor’s account 
number, and sometimes the check number are printed at the bottom of the 





check in a special ink and typeface. These specially printed numbers are 
called MICR (magnetic ink character recognition) numbers. Can you iden- 
tify the MICR numbers on the check in Figure 11-3? 


Making Deposits to a 
Checking Account 


Businesses make regular deposits to protect the currency, 





coins, and checks received. Most businesses make daily de- 
posits. These deposits are accompanied by a deposit slip , 
a bank form listing the cash and checks to be deposited. 
The deposit slip, also called a deposit ticket, gives both 
the depositor and the bank a detailed record of the deposit. 
Most banks provide deposit slips with the depositor’s 





name, address, and account number printed on the form. A 





deposit slip for Roadrunner Delivery Service is shown in Figure 11-4. 


To complete a deposit slip, follow these steps: 


1. Write the date on the Date line. 








2. On the Cash line, indicate the total amount of currency and coins to be 
deposited. 

LI LULA 3. List checks separately by their ABA numbers. Write on the deposit slip 
Verify the Deposit Slip only the two numbers that appear above the line in the ABA number. If 
Information there are many checks, list the checks by amount on a calculator tape 
e Besure that the and attach the tape to the deposit slip. On the first Checks line, write 

cash to be deposited “See tape listing,” followed by the total amount of the checks. 

equals the amount 4. Add the cash and checks amounts, and write the total amount to be 

shown on the deposited on the Total line. 


deposit slip. i 
i i When the deposit slip is completed, the checks are arranged in the order 
e Be sure each check 





to be deposited is listed on the deposit slip. The deposit slip and the cash and checks are 
listed on the deposit handed to a bank teller. The teller verifies the deposit and gives the deposi- 
slip by ABA number. tor a receipt. The deposit receipt may be a copy of the deposit slip stamped 





and initialed by the teller or it may be a machine-printed form. 
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Figure 11-4 








% American Natt “ > a DOLLARS CENTS 
ee American National Bank tl so ia 
SACRAMENTO, CALIFORNIA 2 | CASH | 48/692 Deposit Slip 
& | CHECKS (List Singly)| | 
| Date November 6 20 — fi 1 5-2 | 300/00 |), , 
Checks and other items are received for deposit subject to 2 2 53-116 | 250 | 00 
the terms and conditions of this bank's collection agreement i 3 
ui 
z |4 | 
x ; O | 
Roadrunner Delivery Service a | 
155 Gateway Blvd. uo a | I I | | 
Sacramento, CA 94230 ~~ DI I 
ui 
ivi | 
30007365078 4044 4" TOTAL 598 69 —,¥74 





Endorsing Checks 


A check is a form of property. When a business receives a check in pay- 
ment for a product or service, it acquires the right to that check. 
To deposit the check in a checking account, the depositor endorses 

| 
W 
1 





the check to transfer ownership to the bank. An endorsement is an autho- 
rized signature written or stamped on the back of a check representing a 
promise to pay. 

Burton Company wrote a check to Roadrunner to pay for delivery ser- 
vices. After Roadrunner endorses the check on the back, the check is deposited 
in Roadrunner’s account at American National Bank. The endorsement by | 
Roadrunner authorizes American National Bank to add the amount of the 
check to Roadrunner’s account. Suppose American National Bank cannot col- | | 
lect the amount of the check from Burton Company—that is, Burton’s ac- | 
count does not have sufficient funds to cover the check. Roadrunner must go 
back to Burton Company to collect payment. 


FOR DEPOSIT ONLY 


Roadrunner Delivery 
i Service 
There are several types of endorsements, but most businesses use ACCT 303443 | | 


restrictive endorsements. A restrictive endorsement limits, or restricts, | 
how a check may be handled. To protect checks from being cashed by | 
anyone else, Roadrunner stamps a restrictive endorsement, “For Deposit 
Only,” on the back of each check as soon as it is received. By doing so, Road- 
runner ensures that the check will be deposited in its checking account. See Figure 11-5 Restrictive III 
Figure 11-5 for a typical restrictive endorsement. Endorsement 








Recording Depositsinthe Checkbook = _—_s,, 


The check stubs in the checkbook are a record of the Cash in Date _ 
































| 
Rca ee ee == Bc ea I | 
Bank account. That is, the completed stubs reflect all checking 7° == oan ill 
i : L ia —— = HAT TI 
account transactions: payments, deposits, and bank service charges. i || 
: : Ill 
To see how to record a deposit in the checkbook, refer to Figure Sa Ba | 
11-6 and follow these procedures: SII 03000 I 
l x mo / Add deposits 1 10/14 200 00 2 WII 
1. Enter the date of the deposit on the Add Deposits line of the ions 1,200 00 ll 
check stub for the next unused check. e ll 
i i e Total 23,050/00 3 | il 
2. Enter the total amount of the deposit on the same line in the oo i | 
Less this check HTH 
Dollars and Cents (amount) columns. ——_ cb -___- ill 
; Balance carried forward | {ll 
3. Add the deposit amounts to the amount on the Balance Brought i Ill 
Forward line. Enter the result on the Total line. This total is the Figure 11-6 Recording a Deposit Il 
new checkbook balance. in the Checkbook Il 
|| 
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$ 700.000 =” 


Date October 16 


to Tooley & Co. Management x 


For Rent _ 


Balance brought forward 


Add deposits 10/14 


Less this check 


No. 103 


Writing Checks 


Writing a check involves a simple procedure. You need to follow a few 
important rules, however, to ensure correct recordkeeping and proper han- 
dling of the money represented by the check. 


20 





Dollars 


21,650 
~ 200 

1,200 
| 23,050 


Write checks in ink, or prepare typewritten or computer-generated 
checks. It is difficult to alter checks written in ink, prepared on a 
typewriter, or generated on a computer. Checks written in pencil are 

not acceptable because they can be easily altered. 

Complete the check stub before writing the check. This reduces the 
chance of forgetting to complete the stub. Because the stub serves as a 
permanent record of the check, it is important that the stub be complete 
and accurate. 


Completing the Check Stub 


A check stub is divided into two parts. The upper part sum- 
marizes the details of the cash payment transaction. The lower 


ca part is a record of how the transaction affects the checking 
[ae account. It contains the balance before the transaction, any 
| na current deposits, the transaction amount, and the balance after 
È oe i the transaction. To see how to complete the check stub, refer to 
| oo<—* 
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Figure 11-7 and follow these steps: 


1. In the upper part of the stub, enter the amount of the check, 


Balance carried forward 22,350 : 
the date, the name of the payee (on the To line), 

$ WN. 104 and the purpose of the check (on the For line). A payee 
Date _ 20 is the person or business to whom a check is written. 
Li È 2. If it is not already done, enter the balance on the Total line 
dico : on the lower part of the stub. 

eee 3. Enter the amount of the check on the Less This Check line. 
Balance brought forward 22,350) 00+—— 5 


Add deposits 
Total 


Less this check 


Balance carried forward 


The Check Stub 


Figure 11-7 Filling Out 
the Check Stub 


Always complete 
the check stub before 
you write a check. 


Chapter 11 








This amount is the same as the amount shown on the first 
line in the upper part of the stub. 

4. Subtract the check amount from the total. Enter the new 
balance on the Balance Carried Forward line. 

5. Enter the new balance on the first line of the bottom part 
of the next check stub, the Balance Brought Forward line. 


Filling Out the Check 


When the check stub is complete, the next step is to write the check. 


Remember to write the check in ink so that it cannot easily be changed. To 
see how to write a check, refer to Figure 11-8 and follow these steps: 


. Write the date on which the check is being issued. 
. Write the payee’s name on the Pay To The Order Of line. Start the 


payee’s name as far left as possible. 


3. Enter the amount of the check in numbers. Write clearly, and begin the 


first number as close to the printed dollar sign as possible. 


. On the next line, write the dollar amount of the check in words. Start at the 


left edge of the line. Write any cents as a fraction. For example, write 22 
cents as 22/100. Draw a line from the cents fraction to the word “Dollars.” 
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s —700.00 











No.103: Roadrunner Delivery Service yp. 103 
Date October 16 Dia 155 Gateway Blvd i 71-627 
t o i ci (Lee! 
2 re & Co. Managemen Sacramento, CA 94230 ; sees 
Me pate Oct. 16 20 = 
Dollars Cents 
PAY TO THE 
Tooley & Co. Management 700.00 
Balance brought forward 21,650) 00 ORDER OF __ y SEZIONE 9 7 $ =“ x 
È Add deposits 10/14 200 00 Seven hundred and "°/100 — — - DOLLARS 
____ 10/15 | 1,200 00 ee American National Bank 
DD 23,050| 00 SACRAMENTO, CALIFORNIA vu 
Less this check 700 | 00 MEMO ——_________— — Mara AZZ 7 x TT 
Balance carried forward 22,350| 00 niccoriberi 303443 203 | 
4 5 


Figure 11-8 Completed 
Check and Stub 


5. Sign the check. Only an authorized person—one who has signed the 
signature card for the account—may sign the check. The person who 
signs a check is the drawer . The bank on which the check is written 


is the drawee . 


The checkbook is now ready for the next transaction 
Some businesses prepare checks using a check-writing machine, which 
perforates the amount of the check in words on the Dollars line. These per- 
forations protect a check from alteration, since the holes in the check are 
almost impossible to alter. 


Voiding a Check 


If an error is made while writing a check, that check is not used. 
Corrected checks look suspicious to banks. Instead, the incorrect 
check is marked “Void” and a new check is prepared. Writing the 
word “Void” in large letters across the front of a check (in ink) is 


known as voiding a check . When a check is voided, the stub is 


also voided. 








Since a business needs to account for each check used, a voided check is 
never destroyed. Instead it is filed with the business records. A voided check 
may be placed in a special file, or it may simply be folded and stapled to the 
check stub. 





A MATTER OF ETHICS 


Pocketing Differences Ethical Decision Making: 


e at are the ethical i ? 
Imagine that you are a cashier at a grocery store What are the ethical issues: 


like Ralphs. In a four-hour shift, you handle thou- 


sands of dollars. At the end of your shift, you total 
receipts and cash to see if they match. One day, 
cash comes up short, and you report the discrep- 
ancy to the manager. A few weeks later, cash is 
over by two dollars. You know a couple of cashiers 
who pocket extra cash. You wonder who would 
miss two dollars. 


What are the alternatives? 
Who are the affected parties? 


How do the alternatives affect 
the parties? 


What would you do? 
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SECTION I Check Your Understanding 





A 
7 
Pinel s Now that you have studied this section, complete the following questions and problems. 





Thinking Critically 


1. Cash is protected through internal controls and external controls. Describe controls 


over Cash. 
2. Define and describe the purpose of an ABA number. 





Communicating Accounting 


Assume you work for a sporting goods store that is open six days a week from 9:00 A.M. 
to 9:00 P.M. Due to a major promotion, the store is making record sales and the manager has 
been too busy to make daily cash deposits. Discuss with your classmates and teacher why it 
is important to take time each day to deposit cash receipts. 
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Problem 11-1 Preparing a 
Deposit Slip and Writing 
Checks 


On August 14, Loretta Harper, owner of 
Peabody Cards and Gifts, deposited the following 
items in the checking account of the business. 


Cash: $784.29 
Checks: Charles Ling, drawn on American 
Bank of Commerce, ABA No. 
32-7091; $39.44 
Keith Lopez, drawn on People’s Bank, ABA No. 84- 
268; $22.95 
Marjorie Luke, drawn on Horizon Federal Savings and 
Loan, ABA No. 84-6249; $52.95 
Mable Parker, drawn on Security National Bank, ABA 
No. 84-2242; $67.45 





On August 15, Peabody Cards and Gifts received a bill from Northeast Telephone for 
$214.80 for July telephone services. 
On August 17, Peabody received a bill from the Bayside News for $275.00. 


Instructions Using the forms provided in your working papers: 

1. Complete a deposit slip. 

2. Record the deposit on the check stub for Check 41. 

3. Check 41 is issued to pay the telephone bill on August 16. Record the information for 
Check 41 on the check stub and complete the check stub. 

4. Prepare Check 41 to pay the telephone bill. Use August 16 as the date and sign your name 
as drawer. 

5. Prepare Check 42 to pay the bill for advertising. Use August 17 as the date and sign your 


name as drawer. 
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Reconciling the 
Bank Account 


Have vou ever forgotten to record a cash withdrawal from your bank 
account and then been surprised to find that you have less money than 
vou thought? If so, you understand the importance of reconciling 
(bringing into agreement) your checkbook with your bank statement. 
Business owners and their accountants also need to keep their records 
up-to-date when it comes to cash. An important part of accounting for 
cash for both large multinational companies, like General Motors, and 
small local companies, like the video game arcade at the mall, is the com- 
parison and reconciliation of the bank statement with company records. 


Proving Cash 


The balance in the Cash in Bank account in the general ledger is reg- 
ularly compared with the balance in the checkbook. If all cash receipts are 
deposited, all cash payments are made by check, and all transactions are 
journalized and posted, the Cash in Bank account balance should agree 
with the checkbook balance. Comparing these two cash balances regularly 
is part of the internal control of cash. Some businesses prove cash daily or 
weekly, while others prove cash on a monthly basis. 

If the Cash in Bank 
balance does not agree with 
the checkbook balance, and 
the trial balance is proved, 
the error is probably in the 
checkbook. A checkbook 
error is usually the result of 
(1) faulty addition or sub- 
traction, (2) failure to record 
a deposit or a check, or (3) a 
mistake in copying the bal- 
ance forward amount to the 
Balance Brought Forward line of the next check stub. 

If an error is made in the checkbook, the proper place to enter the cor- 
rection is on the next unused check stub. For example, suppose Check 22 
for $84.60 was recorded on the check stub as $48.60. The error is found 
when cash is proved. By this time, several other checks have been written, 
so the next unused check stub is 31. In this case, the amount of the error 
($84.60 — $48.60 = $36.00) is subtracted from the balance brought forward 
on Check Stub 31 (see Figure 11-9). A note is made on Check Stub 22 to 
indicate that the error is corrected on Check Stub 31. 











What You'll Learn 


° Why a business 
reconciles a bank 
statement. 

* How to journalize and 
post entries relating to 
bank service charges. 

¢ The accounting 
procedure for stopping 
payment on a check. 

* How to record an NSF 
check. 

* How electronic funds 
transfer systems enable 
banks to transfer funds 
quickly and accurately. 


Why It's Important 


Reconciling the bank 
account ensures that a 
business owner is aware 
of all transactions that 
affect cash. 


bank statement 





canceled checks 

reconciling the bank 
statement 

outstanding checks 

outstanding deposits 

bank service charge 

stop payment order 

NSF check 

electronic funds transfer 
system (EFTS) 
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Date = na ine 20° 


i — »»j The Bank Statement 


pe . _— < 


A bank statement is an itemized record of all the transactions 


tesa ——————— î ina depositor’s account over a given period, usually a month. Typ- 









Balance brought forward 
Add deposits 
Less: Error corr. Ck. 22 


Total 


Less this check 


Balance carried forward 
VISTE BERNINI 


Figure 11-9 Entering an Error 
Correction on the Check Stub 





ical bank statements include the following information: 


(1) the checking account balance at the beginning of the period 


— (2) alist of all deposits made by the business during the period 
——% (3) a list of all checks paid by the bank 
—— § (4) a list of any other deductions from the depositor’s account 


(5) the checking account balance at the end of the period 


Find each of these items on the bank statement for Roadrunner 
Delivery Service in Figure 11-10. 

When a bank sends a statement to a depositor, it may return the 
checks paid by the bank and deducted from the depositor’s account. 


These returned checks are called canceled checks . Canceled checks are 










SET GO 

MODERN BANKING 
The concepts of “contrib- 

uted capital” and “dividing 
income” developed when 
Europeans began investing 
in American exploration 
during the 13th century. The 
booming trade prompted 
the development of modern 


stamped or marked with the word “Paid” and the date of payment. They 
can be used to verify the information on the bank statement. These checks 
should be kept in a file or storage box in case they are needed later as proof 
of payment. 


ee American National Bank 
SACRAMENTO, CALIFORNIA 


Roadrunner Delivery Service 
155 Gateway Boulevard 


Sacramento. CA 94230 Account Number: 303443 





banking. 














_ Key Points 


Bank Service Charges 
Betore reconciling 
the bank statement, 
record in the check- 
book those bank ser- 
vice charges and other 
deductions listed on 
the bank statement, 
but not previously 
entered in the 
checkbook. 















ELIOT Do lb 









































FDIC Statement Date: 10/31/20-- 
Balance Deposits & Other Credits Checks & Other Debits Balance 
Last Statement : Amount Amount This Statement 
i 00.00 26,400.00 4,183.00 o 22,217.00 

= Checks & Deposits & 

Description Other Debits | Other Credits Date Balance 
Balance Forward 00.00 
Deposit 25,000.00 25,000.00 
Check 101 3,000.00 22,000.00 
Deposit 2 \ 200.00 10/14 22,200.00 
Check 102 3 350.00 10/15 21,850.00 
Deposit i 1,200.00 10/16 23,050.00 
Check 103 700.00 10/20 22,350.00 
Check 104 125.00 10/31 22,225.00 
Service Charge 4 8.00 10/31 22,217.00 








PLEASE EXAMINE YOUR STATEMENT AT ONCE. IF NO ERROR IS REPORTED IN 10 DAYS THE ACCOUNT WILL BE 
CONSIDERED CORRECT AND VOUCHERS GENUINE. ALL ITEMS ARE CREDITED SUBJECT TO FINAL PAYMENT. 


The Bank for All Your Business Needs 


Figure 11-10 Bank Statement 
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Upon receipt, the bank statement is compared to the checkbook. The CONNECT TO ... 


HEALTH 


When businesses need to 
evaluate the performance of 
their health care providers, 
they turn to CPAs. A trained 
accountant can assess and 
report on the quality of care 
and comparisons of cost and 
delivery of services, and 
ensure that employees get 
the best possible service for 
their money. 


process of determining any differences between the bank statement and the 


checkbook is called reconciling the bank statement . The ending balance 


on the bank statement seldom agrees with the balance in the checkbook. 
There are three common reasons why the bank statement balance and the 
checkbook balance disagree: 

e outstanding checks 

e outstanding deposits 

e bank charges 


Outstanding Checks and Deposits 


In banking terms, the word “outstanding” simply means “not yet 


received.” Outstanding checks , therefore, are checks that have been written 


but have not yet been presented to the bank for payment. It is not unusual for 





checks written in one statement period to reach the bank in a later pe- 





riod. standing deposits are deposits that have been made and 
recorded in the checkbook but do not appear on the bank statement. 
Deposits made the same day the bank statement is prepared may not 


appear on the statement. 


Bank Service Charges 


The bank statement balance also reflects any service charges made 


by the bank during the statement period. A_bank service charge is 


a fee the bank charges for maintaining bank records and processing 





bank statement items for the depositor. This charge varies from bank oa 
to bank, but is frequently based on either the number of checks and = re 
deposits handled during the statement period or the balance in the 
depositor’s account. The bank subtracts the service charge from the 
depositor’s account. The depositor usually does not know about the 








service charge, or other bank charges handled in the same manner, > Nor 107 

until the statement is received. ci ° 
Betore the bank statement is reconciled, the checkbook balance For 

is adjusted by the amount of the bank service charge. As shown in Fig- | ie 

ure 11-11, the words “Less: Service Charge” are written on the next iran ne 21.125 00 


unused check stub on the line above the Total line. The amount of 
Add deposits 


the service charge is entered in the amount column, preceded by a T 
i 2. 8 e amount colt I ISS by Less: Svc. Charge E oo 
minus sign. The balance is recalculated and entered on the Total line. 
È Total 21,117 00 
ait ” L his check 
Reconciling a Bank Statement ess iis chec 


Balance carried forward 
Promptly reconciling the bank statement is a good way to ensure 


orderly cash records and guard against cash losses. The bank expects tobe no- ‘Figure 11-11 Entering a 
tified immediately of any errors on the statement. Failure to do so may release Bank Service Charge on 
the bank from responsibility for the errors. the Check Stub 

On the back of the bank statement is a form for reconciling the bank 
statement. This form documents the differences between the bank balance 
and the checkbook balance. Refer to Figure 11-12 and follow these steps 
when reconciling a bank statement: 


N 
Si 
NI 
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BANK RECONCILIATION FORM 


PLEASE EXAMINE YOUR STATEMENT AT ONCE. 
ANY DISCREPANCY SHOULD BE REPORTED TO 


THE BANK IMMEDIATELY. 


1. Record any transactions appearing on this statement 1 


but not listed in your checkbook. 


2. List any checks still outstanding in the space provided 


to the right. 


—_ 


CHECKS OUTSTANDING 


Number Amount 


105 | 600/00 
106 | 500/00 
ee 














1. Arrange the canceled 


checks in numerical 
order. Compare the 
canceled checks with 
those listed on the 
statement and with the 
stubs. When you match a 
check and a stub, place a 
check mark beside the 


3. Enter the balance shown on this check amount on the 
statement here. 2 22 217|00 
i I bank statement and on 
4. Enter deposits recorded in your asl . 
checkbook but not shown on this ara eae mesi the check stub. After all 
statement. NT the checks and stubs are 
5. Total lines 3 and 4 and enter here. 22 217|00 matched, list on the 
6. Enter total checks outstanding here. 4 reconciliation form, by 
1,100 |00 number and amount, all 
7. Subtract line 6 from line 5. This css" N : _ ae 
adjusted bank balance should agree 5 the stubs without check 
with your checkbook balance. 21,117|00 TOTAL 1,100] 00 marks. These stubs 


Figure 11-12 Bank 


keconciliation Using a di 


Bank Statement borm 3. Compare deposits listed on the bank statement to deposits listed in the 


Ticket Sales 
Ticketmaster is the 

world's largest compu- 

terized ticketing service. 


The company sells more 
than 65 million tickets a year 
and earns annual revenue of 
$350 million to $400 million 
on ticket sales. 














indicate the outstanding 
checks. 


Enter the ending balance shown on the bank statement. 


checkbook. Enter the total ot any outstanding deposits on the recon- 


ciliation form. Add this total to the bank statement balance and enter 
the result on the form. 


. Subtract the total of the outstanding checks from the amount calculated 


in Step 3. The result is the adjusted bank balance. 


. Compare the adjusted bank balance to the checkbook balance. When 


the balances match, the bank statement is reconciled. 


Figure 11-13 illustrates the same bank reconciliation using a two- 


column account form. 


If the adjusted bank balance does not match the checkbook balance, find 


and correct the error. Notify the bank immediately if it is a bank error. It is 
more likely, however, that the error is in the checkbook. Check the addition 








Roadrunner Delivery Service 
Bank Reconciliation Statement 
October 31, 20-- 


Balance on bank statement 
Additions: 
Deposits in transit 


. Deductions for outstanding checks: 
Check 105 
Check 106 


l l Total outstanding checks 
Figure 11-13 Bank Account ANGINE 


Reconciliation Using a Two 
Column Account Form 


Adjusted bank balance 
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and subtraction on the check stubs and on the bank recon 
ciliation form. Also look for any outstanding checks 01 


deposits that are not included in your calculations. 


Recording Bank 
Service Charges 


Like any other business, banks charge fees for their ser- 
vices. A bank service charge is an expense that is recorded 
in the accounting records. 

The bank deducted the service charge from Roadrun- 
ner’s account, so it is not necessary to write a check for this 
expense. The bank statement is the source document for 





recording the bank service charge. 


On November 1 Roadrunner received the bank statement. A bank service charge of $8 appeared 
on the statement. 


ANALYSIS Identify 1. Bank service charges are often recorded in the Miscellaneous Expense | 
account. Therefore, Miscellaneous Expense and Cash in Bank are | 
affected. | 

Classify 2. Miscellaneous Expense is an expense account. Cash in Bank is an | 
asset account. 
+= 3. Miscellaneous Expense is increased by $8. Cash in Bank is decreased 
by $8. 


—————  >—_—___=“" 


DEBIT-CREDIT RULE 4. Increases in expense accounts are recorded as debits. Debit 
Miscellaneous Expense for $8. 
5. Decreases in asset accounts are recorded as credits. Credit Cash in 


Bank for $8. 
T ACCOUNTS 6. Miscellaneous Expense Cash in Bank | 
Debit | Credit Debit | Credit 
+ | ~ + | ~ 
8 | | 8 





JOURNAL ENTRY 7. 
GENERAL JOURNAL PAGE 42 
DATE DESCRIPTION Ione DEBIT CREDIT 
120-- | | 1 | 
2 Nov. 1 Miscellaneous Expense | 800 | 2 
3 Cash in Bank | 800. 3 
4 | 4 
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Check Stub for Stopped Check 


$ 500.00 No. 633 
Date _ January 12 20 77 
To Smith Engineering 
F Electrical Work 

Dollars Cents 


e brought forward <—— 00 


none Cc 
of 

<0 e 

Total 3 


Balance carried forward 12 


Less this check 





NI 


500 00 
,223 00 


Next Unused Check Stub 











Special Banking Procedures 


Checks are usually written or received and deposited without 
any problems. However, two problems that may happen are: 
e A business does not want the bank to pay a check that was 
issued. 


e A business receives and deposits a check from a customer whose 
account does not have enough money to cover the check. 


Stopping Payment on a Check 


Occasionally, a drawer (Roadrunner) will order the drawee (bank) 


not to honor, or pay, a check. A stop payment order is a demand 


by the drawer that the bank not honor a certain check. A stop pay- 
ment order is often used when a check is lost. The drawer must issue 


an as = a stop payment order before the check is presented to the bank for 

To payment. Usually, a stop payment order is made in writing. 

For To record a stop payment order, the accountant writes the words 
; | Dollars | Cents “Stopped Payment” on the check stub for the stopped check. The 

Balance brought forward 10,452 00 accountant then adds the amount of the stopped check on the next 

Add deposits Stopped | unused check stub, illustrated in Figure 11-14. If appropriate, the 

Payment on Ck 633) 500 | 00 accountant then issues a replacement check. 

Total 10,952 00 Most banks charge a fee for a stop payment order. The fee 

Dake qnis whoak appears on the bank statement and is subtracted from the check- 

cli book balance. A journal entry, similar to that made for the bank 

service charge, is prepared. Most businesses record the fee in 

Figure 11-14 Recording a Miscellaneous Expense. The source document for this entry is the bank 
Stopped Check on the “ani 


Check Stub 


Recording NSF Checks 


Subtracting the 
Same Number 


If you're subtracting one 
number several times, such 
as $20 three times in a row: 
* enter the number once, 
e then press the = key 

for each additional time 

you want to subtract 
the number. 





An NSF check is a check returned 
to the depositor by the bank because 
there are not sufficient funds in the 
drawer’s checking account to cover the 
check. For example, suppose Roadrun- 
ner deposits a check from a customer. If 
the customer does not have enough 
money in the bank to cover the check, 
Roadrunner’s bank deducts the amount 
of the check from Roadrunner’s account 
and returns the check to Roadrunner. 
Roadrunner notifies the customer that 
the bank returned the check. The cus- 
tomer then deposits enough money in 


the bank to cover the check or finds 





another means of payment. 


When the bank returns an NSF check, the amount of the check is sub- 
tracted from the checkbook balance, and a journal entry is made to record 


the returned check. 
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On November 15 a check for $450, written by Burton Company for payment on account and deposited by 


Roadrunner, was returned by the bank due to insufficient funds in Burton's account. 


ANALYSIS Identify 1. Accounts Receivable—Burton Company and Cash in Bank are affected. 
Classify 2. Accounts Receivable—Burton Company and Cash in Bank are both 
asset accounts. 
+/- 3. Accounts Receivable—Burton Company is increased by the amount of 


the check returned by the bank, $450. Cash in Bank is decreased by $450. 


1rr————————————k&k*"enr"r""=ee@recq c< 


DEBIT-CREDIT RULE 4. Increases in asset accounts are recorded as debits. Debit Accounts 
Receivable—Burton Company for $450. 
5. Decreases in asset accounts are recorded as credits. Credit Cash in 





Bank for $450. 
T ACCOUNTS 6. Accounts Receivable— | 
Burton Company Cash in Bank 
Debit | Credit Debit Credit 
+ ~ + - | 
450 | 450 | 
| 


JOURNAL ENTRY 7. _ 
GENERAL JOURNAL PAGE 93 | 


DATE DESCRIPTION roa DEBIT CREDIT 


1, 20-- 
2 Nov. 15 Accts. Rec.—Burton Company 
3 Cash in Bank 


4 














Look at Figure 11-15. It illustrates the route a check follows 
from the time it is written until the time it is returned with the 
bank statement. 

Since millions of checks are written each day, the transfer of 
checks and funds is routine. This transfer of funds among banks 
is a huge job, however. To handle such a large volume of trans- 
fers, banks use the electronic funds transfer system (EFTS) . 
The EFTS allows banks to transfer funds among accounts quickly 
and accurately without the exchange of checks. 

An example of EFTS is the direct deposit of payroll. Many employees do 
not receive paychecks. Their pay is electronically transferred from the 
employer's account to the employees’ accounts using the EFTS. 

In the United States, the EFTS is not fully implemented because the gen- 
eral public does not yet want a completely check-less system. 
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Routing of Checks 


Roadrunner Delivery Service 


No.1" Roadrunner De 103 











i Î 25 o 1 Roadrunner writes Check 
| = “e 103 to Tooley & Co. 
| | Pi Management for $700 
| sis American Nevional Bank = sie = ae for rent. 
I essooo | s | arss00 | 221 - Tooley & Co. Management 
i Deve er Crea x Raagnimaer Delivery Service _» 103 
i 2 pen Dette i 2 Tooley & Company 
ooley & Co. Management s_700.00 ° 
sla I ai Management deposits the 
man ora see check in its account at 
aria nce First National Bank. 





© American National Bank returns FIRST NATIONAL BANK 


the paid check to Roadrunner 


> 
1" 2 7 7 7 > > z =a . 1 . ° 
with the monthly bank statement. $ 85 È 3. First National Bank increases 
8 388 the balance in Tooley’s 
o ita x 
78 833 checking account by $700. 
o 


S American National 
Bank sends $700 to Tooley’s account increased $700 
| First National Bank 
| and deducts this v 
amount from Road- 


i American National Bank 
runners account. 


Roadrunner Delivery Service 103 
155 va — ; 7627 


pare Oct. 16 _ 20 = 4 First National Bank sends 





i Lo the $700 check to American 
And ra 7 National Bank, Roadrunner’s 
ee I I E - ° 
valo - — Mara Sanchez bank, for collection. 


3222735274 303443 403 


Roadrunner’s account decreased $700 


Figure 11-15 Routing of Checks 


ANALYZING FINANCIAL REPORTS 


Evaluating Working Capital 


When analyzing the balance sheet, one thing owners and managers want to know is whether the 
business has enough assets to pay its debts. One measure of a company’s ability to pay debts is its working 
capital. 

Working Capital = Current Assets — Current Liabilities 

Current assets are cash and assets that will be converted to cash within the next accounting period. Current 
liabilities are debts that must be paid within the next accounting period. 


> Analyze the Report: 
Use the balance sheet for Roadrunner Delivery Service on page 219 to answer these questions. 
1. What is the total amount of current assets? 
2. What is the total amount of current liabilities? 
3. Calculate the working capital for Roadrunner Delivery Service. 





N 
NI 
N 
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SECTION 2 Check Your Understanding 


Now that you have studied this section, complete the following questions and problems, 








Thinking Critically 
1. List the standard information that appears on a bank statement. 


2. If you have problems reconciling a bank statement, what steps may uncover the errors? 








Computing in the Business World 

The balance in the checkbook of Valleyview Tennis Center on 
April 30 is $2,944.20. The balance shown on the April bank state- 
ment is $3,085.95. A deposit of $345.00 was made on April 29, and 
another deposit of $290.00 was made on April 30. Neither of these 
deposits appears on the bank statement. The service charge for the 
month was $5.25. Valleyview has tour outstanding checks: 


Check 344 $202.00 Check 350 $ 25.00 
Check 346 55.00 Check 351 500.00 
Instructions 


1. Record the bank service charge in the checkbook. 





2. Reconcile the bank statement. 






Problem 11-2 


= Security National Bank — === 

































































Analyzi ng a 155 Flower Street, Cambridge, MA 02138 
~ > cd STATEMENT 
Source Document  Giobartravel Ageney 
| t 
i ii i Account Number: 2649-84 
Instructions Review the Statement Date: 2/28/20-- 
. A FDIC 
Global Travel Agency bank Ss AA sa "e 
statement and answer the Balance Deposits S Other Credits Checks & Other Debits | Balance 
: Last Statement | No Amount No Amount This Statement 
following questions in your — 4 | | | 
. 2,714.00 3 | 239500 | 7 | 4,036.00 1,073.00 
working papers. == = ~ ___ 
È Checks & Deposits & D 
1. What is the amount Other Debits Other Credits ate Pace 
of the returned 1,250.00 2/05 3,964.00 
: 7 
hee 00.00 2/10 3,264.00 
900.00 2/10 2,364.00 
2. What is the bank 845.00 2/15 3,209.00 
charging Global 600.00 2/15 2,609.00 
: R) 100.00 | 2/20 2,509.00 
Travel Agency fol ( | i 
poe) (S) 25.00 2/20 | 2,484.00 
the returned check? 725.00 2/25 1,759.00 
3. What account will be 600.00 | 2/25 1,159.00 
. i (S) 12.00 2/26 1,147.00 
debited for the $12 bank 
i 3 $ 214.00 2/26 933.00 
service charge? 300.00 2/27 1,233.00 
160.00 2/27 1,073.00 
~ PLEASE EXAMINE YOUR STATEMENT AT ONCE. IF NO ERROR IS REPORTED IN 10 DAYS THE ACCOUNT WILLBE 
CONSIDERED CORRECT AND VOUCHERS GENUINE. ALL ITEMS ARE CREDITED SUBJECT TO FINAL PAYMENT 
Cc CERTIFIED CHECK T DEBITORCREDIT S SERVICE CHARGE L_L IST ( R OVERDRAF TR RETURNED CHECK 
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KEVIN HART 
Controller 
Pittsburgh Penguins 


Q: What are some of the special concerns of a 
controller for a hockey team? 


A: You have to handle personnel with more care than you 
would in another organization. You have young fellows 
making a lot of money and their superstar status creates 
some problems. You have to have superb people skills. 


Q: What kinds of reporting do you do? 













A: We have the regular reporting requirements everyone has: A oe asi tee 
state, local, federal, and the reports to our lending institution. We | Wil Meroni spes i 
also make reports to the National Hockey League. We let them | ‘i DERE 
k hat’ i in ateamn-one e 

now what's happened after each game and after each payroll Last \ anto crm 








00 ao 
Q: Do you enjoy your work? Ni i 
A: It's a lot of fun. | enjoy talking to the league or to players or to yur SUP 
their agents. | can walk into the locker room when | want and talk to | datedonthe sta 
players and coaches about questions | have for them or questions 
they have for me. 


Q: How did you get this job? 

A: Ijoined a big six firm out of college. | worked on the acquisition of the 
Penguin franchise from its previous owners. It took about four months. During 
that time | got familiar with the organization and they got familiar with me. 
They offered me the position. 


CAREER FACTS 


Nature of the Work: Supervise accounting and finance, motivate and oversee staff, oversee 
accounts receivable, accounts payable and payroll, and meet reporting deadlines. 

Training or Education Needed: A bachelor’s degree in accounting. 

Aptitudes, Abilities, and Skills: Accounting, time management skills, problem-solving skills, 
communication skills, and interpersonal skills. 

Salary Range: $50,000 to $100,000 depending on the team’s city. 

Career Path: Work for an accounting firm and become familiar with a variety of 
organizations, and then move to the right job when it becomes available. 











| inking Critically: In what ways could a sports team player's “superstar status” create 
problems for a controller? 
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KEY CONCEPTS — ua 


The use of a checking account by a business provides an important control ot cash. The checking 
account protects cash and also serves as a record of all cash transactions. 

Deposit slips are prepared when cash and checks are deposited in a bank account. Copies of 
deposit slips are the proof of deposits. 

Checks are endorsed before they are deposited. Most businesses stamp a restrictive endorsement 
on checks as soon as the checks are received. A restrictive endorsement limits how checks are 
handled and helps protect the checks from misuse. 

Correctly written checks and accurate check stubs help prevent cash loss through carelessness 

or fraud. 

As a part of their control of cash, businesses regularly prove cash by comparing the Cash in Bank 
balance to the checkbook balance. The reasons for any differences between the two balances are 
determined, and appropriate corrections are made. 

A bank statement is sent to each depositor, usually once a month. A bank statement is reconciled 
promptly upon receipt. Any errors found on the bank statement are reported to the bank 
immediately. 

Before reconciling the bank statement, record bank service charges and NSF checks in the 
checkbook. 

Follow these steps when reconciling a bank statement: 

a. Arrange the canceled checks in numerical order. 

On the bank reconciliation form, enter the ending balance shown on the bank statement. 
Identify outstanding deposits and add them to the bank statement balance. 

Identify outstanding checks and subtract them from the bank statement balance. 

Compare the adjusted bank statement balance with the checkbook balance. When the 


egos 


amounts are equal, the bank statement is reconciled. 
After the bank statement is reconciled, journalize and post the bank service charges, stop 
payment order charges, and NSF checks. 





GENERAL JOURNAL paGe J 
DATE DESCRIPTION er DEBIT CREDIT 
1 20-- | | 1 
2 Date Miscellaneous Expense | \XX|XX | 2 
3 Cash in Bank | | RAYA 8 
10/31/20—Bank Statement | | | 4 
| 5 
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External Controls Personal Banking Controls 
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Internal Controls 
deposit slip Financial Record Controls 
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arawer electronic runds transter 


roctri + m 


x 
restricilve endorsemeni Outstanding CNecks 
Outstanding deposits 


stop Payment order 


Understanding Accounting 
Concepts and Procedures 
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Case Study... 


Service Business: Entertainment 

Dexter Shuman owns a bowling alley called Ten 
Pin Alley. Each night, Dexter counts the cash in the 
two cash registers and makes a night deposit at the 
local bank. For the month of May, Dexter made 
deposits totaling $6,400. 

During May, Dexter wrote checks totaling $2,900. 
The last three checks he wrote were Check 1408 for 
$180; Check 1409 for $560; and Check 1410 for 
$212. The beginning cash balance for the month 
was $13,840, which is the amount shown as the 
beginning balance on the May bank statement. The 
May bank statement also includes a $12 service 
charge and an $18 charge for printing new checks. 


Thinking Critically: 

1. What is the ending bank statement balance if all 
checks written have cleared? 

2. If Checks 1408, 1409, and 1410 are outstanding, 
what is the ending bank statement balance? 

3. After reconciling the bank statement, what is the 
ending balance in the cash account? 


Conducting an Audit with Alex 


The accountant for Jack’s Produce received the 

a March bank statement. While proving cash and 
reviewing the bank statement, the accountant 

» discovered the following: 

1. A stop payment bank charge for $20, dated 
March 12, found on the March bank statement, 
was not recorded in the accounting records. 

2. A monthly bank service charge for $15, 

dated March 31, was not recorded in the 

accounting records, but appeared on the March 
~ bank statement. 


Instructions Record these bank charges in the 
general journal on a separate sheet of paper. 


Nae 
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Cash Control and 

Banking Activities 
The Federal Reserve System is 

the central bank of the United 

States. Locate the Web site for the 

Board of Governors of the Federal 

Reserve System and complete the 

following activities. 

Do This: 

1. From the Board of Governors’ 
site, access the related Web site 
for the National Information 
Center of Banking. Name the 
three largest banks and the 
headquarters of each bank. 





N 


. From the Board of Governors’ 
site, access the site for Federal 
Reserve Banks. The United States 
is divided into 12 federal reserve 
districts. In which district is your 
city located? 


Workplace Skills 


Serving Customers 


Working with others and satisfying expecta- 
tions are essential skills in any work environment. 
Listening, communicating, and solving problems 
shows your employer you have strong inter- 
personal skills. 


On the Job: 

You are a personal banker for Citizens First 
National Bank. Your job duties include opening 
personal bank accounts, taking loan applications, 
and serving bank customers. Today, Ms. Kelly 
Myer wants to open a bank account. How will 
you assist her? 

Thinking Critically: 

1. Before you can assist Ms. Myer, you put 
together a packet of information and forms 
needed to open her account. List the items 
that are in her packet. 

. Review with Ms. Myer how to write a check 
and complete a deposit ticket. Use examples 
from your textbook to explain how to com- 
plete each document. Pair up with a student 
and role-play this situation. 
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Reconciling the Bank Statement 
Making the Transition from a Manual to a Computerized System 


Reconciling the bank 


. Using the form on the back of the 
statement bank statement or accounting 
stationery, follow the steps on page 


In a Computerized System 


1. Before attempting to reconcile the 
bank statement, make sure all trans- 
actions of the month have been 


268 to reconcile the bank statement. posted. 


How do I reconcile the cash 
account in Peachtree? 


How do | enter an adjustment to 
the cash account? 


What does the software do 
“behind the scenes?” 


. A computerized system will list all 
cash transactions and allow you to 
check off the appropriate cleared 
items. 

3. You may enter adjustments such as 
bank fees. These will be posted to the 
general ledger. 


. Select Account Reconciliation from the Tasks menu. 

. Select the cash account to be reconciled. 

. Enter the bank statement date. 

. Enter the ending bank statement balance. 

. Click the Clear box for all items that appear on the bank statement. 
. When the unreconciled difference is $0.00, the account has been 


reconciled. 


. Click OK to save the reconciliation. 


. When reconciling the bank statement, you may find bank charges that 


have not yet been entered into the accounting records. 


. After you have cleared all items listed on the bank statement, click the 


Adjust button at the top of the screen. 


. Enter the account number that the adjustment should be posted to 


and enter the amount. 


. Click OK. 


. Peachtree automatically pulls up a list of cash transactions to help you 


verify bank statement activity. 


. Any adjustments that must be entered at the time of the reconciliation 


are posted to the general ledger accounts, updating the balances of 
each account. 
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APPLICATION OPTIONS 


Complete chapter 
problems one of three 
ways: 
Manual Working 
Papers in your 
—— Glencoe Workbook 





Problem 11-3 Handling Deposits 


On October 4, the owner of Wilderness 
Rentals, deposited the following in the checking 
account at First National Bank. The beginning 


i nr i or 
balance in the account is $3,306.54 before these 





Peachtree for 


transactions. Nita oie Prive 
Cash: Currency, $374.00; Coins, $7.42 
Checks: Bob Warner, drawn on Consumers 
| Dank DI No. begs: 10458 Spreadsheet 
Joan Walkman, drawn on Mountain Templates 





Bank, ABA No. 63-699; $349.81 
Ernesto Garcia, drawn on Progressive 
Savings and Loan, ABA No. 63-710; 
$29.44 
Instructions In your working papers: 
1. Place a restrictive endorsement on each check. Use “Wilderness Rentals.” 
2. Fill out a deposit slip. Use the ABA number to identify each check. 


(Problem 11-6) 








a 
? RIT: 71:13: 
SMART GUIDE 


Step-by-Step Instructions: 





3. Record the deposit in the checkbook on Check Stub 651. Problem 11-4 

Analyze: What is the checkbook balance after recording the deposit on 1. Select the problem set 

‘He chack-stub? for Hot Suds Car Wash 
lana (Prob. 11-4). 


2. Rename the company 
and set the system date. 

3. Use the Payments 
option in the Tasks 
menu to record the 

make deposits. The current checkbook balance is $3,486.29. checks issued. 

4. Record the deposits 
using the General 


Problem 11-4 Maintaining the Checkbook 


As the accounting clerk for Hot Suds Car Wash, you write checks and 





Instructions For each transaction: 


1. Record the necessary information on the check stub. Determine Journal Entry option. 
the new balance and carry the balance forward. 5. dl Account Register 
report. 
2. Prepare the necessary checks and sign your name as drawer. 6. ni the Analyze 
question. 


7. End the session. 


Date Transactions 


Issued Check 504 for $868.45 to Custom Construction for 


construction supplies. 
Deposited $601.35 in the checking account. 
Issued Check S05 for $299.60 to CP Lumber for paint. 


Issued Check 506 to Laverne Brothers for $1,000.00 for 
completing a painting job. 

Deposited $342.80 in the checking account. 

Issued Check 507 to Union Utilities for the September 
electricity bill of $175.50. 





Analyze: What is the balance brought forward amount on Check Stub 508? 
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5. 


6. 


TIP: Peachtree automatically 
updates the general ledger 
when you record an 
adjustment such as a bank 
service charge. 


aL * 


3 ADSHEET 
SMART GUIDE 


Step-by-Step Instructions: 
Problem 11-6 


1. 
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Step-by-Step Instructions: 
Problem 11-5 


Select the problem set 
for Kits & Pups Grooming 
(Prob. 11-5). 


. Rename the company 


and set the system date. 


. Reconcile the bank 


statement using the 
Account Reconciliation 
option in the Tasks 
menu. 


. Print the following 


Account Reconciliation 
reports: Account Register, 
Account Reconciliation, 
Deposits in Transit, and 
Outstanding Checks. 
Answer the Analyze 
question. 

End the session. 


Select the spreadsheet 
template for Problem 
11-6. 


. Enter your name and 


the date in the spaces 
provided on the 
template. 


. Complete the spread- 


sheet using the 
instructions in your 
working papers. 


. Print the spreadsheet 


and proof your work. 


. Save your work and exit 


the spreadsheet program. 
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Juanita found the following: 


Hall tI 





Problem 11-5 Reconciling the Bank Statement 


On October 31, George Flaum, the accountant for Kits & Pups Grooming, 
received the bank statement dated October 30. After comparing the 
company’s checkbook with the bank statement, George found the following: 
1. The checkbook balance on October 31 is $960. 

2. The ending bank statement balance is $1,380. 

3. The bank statement shows a service charge of $10. 

4. A deposit of $405 was made on October 30, but does not appear on the 
bank statement. 

5. Check 768 for $529 and Check 772 for $306 are outstanding. 


Instructions In your working papers: 

1. Record the bank service charge in the checkbook. 
2. Reconcile the bank statement. 

3. Journalize the bank service charge in the general journal, page 4. 
4. Post the bank service charge journal entry to the 







appropriate general ledger accounts. 


Analyze: How many checks are outstanding? What is the 
total amount outstanding? 






pa 


Brizgzheze Problem 11-6 Reconciling 
(PROBLEM the Bank Statement 


On October 31, Juanita Ortega, owner of Outback 
Guide Service, received a bank statement dated October 30. 
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1. The checkbook has a balance of $2,551.34. 

2. The bank statement shows a balance of $2,272.36. 

3. The statement shows a bank service charge of $20.00. 

4. A check from Podaski Systems for $62.44, deposited on October 18, was 
returned by the bank. There is no fee for handling the NSF check. 

5. A deposit of $672.48 made on October 30 does not appear on the bank 
statement. 

6. These checks are outstanding: 

Check 872 for $126.84 — Check 883 for 
Check 881 for 87.66. Check 887 for 
Instructions Using the preceding information: 
1. Record the service charge and the NSF check in the checkbook. 


$192.80 
68.64 


2. Reconcile the bank statement. 

3. Record the service charge and NSF check on page 7 of the generai journal. 
4. Post the journal entries to the appropriate general ledger accounts. 
Analyze: Review the Miscellaneous Expense account found in your 
working papers. What is the balance of the Miscellaneous Expense account 
after posting the October 31 entry? 


Problems 






Rotate 











Problem 11-7 Reconciling the Bank Statement 


On October 31, Showbiz Video received the bank statement dated 
October 30. After comparing the company’s checkbook with the bank 
statement, the accountant found the following: 

1. The checkbook balance on October 31 is $13,462.96. 
2. The ending bank statement balance is $13,883.80. 
3. The bank statement shows a service charge of $17.50. 
4. Deposits of $675.00 on October 28 and $925.00 on 
October 29 do not appear on the bank statement. 
5. The following checks are outstanding: 
Check 1766 $125.00 Check 1770 $1,462.19 
Check 1768 69.42 Check 1771 38.1:73 
Instructions in your working papers: 
1. Record the bank service charge in the checkbook in your working papers. 
2. Reconcile the bank statement. 
3. Record the entry for the bank service charge on general journal page 13. 
4. Post the bank service charge journal entry to the appropriate ledger accounts. 
Analyze: What is the balance of the Cash in Bank account after posting 
the October 31 entry? Does it agree with the adjusted checkbook balance? 





Problem 11-8 Reconciling the source pocument 
Bank Statement Using — 
the Account Form 





On Oct. 20, Job Connect received its bank statement dated Oct. 18 


1. The checkbook balance on Oct. 20 is $880.84. 

2. The ending bank statement balance is $344.58. 

3. A $14.00 service charge appears on the bank statement. 

4. The following checks are outstanding: 
Check 864 $ 88.41 Check 871 $129.88 
Check 869 69.34 Check 873 14.25 


5. A $68.42 check from Tom McCrary deposited on Oct. 13 was returned by the 
bank for insufficient funds. The bank charged Job Connect’s account $7.00 
for the NSF check. No journal entry was made for the NSF check. 

6. A deposit of $938.72 made on Oct. 19 does not appear on the bank 
statement. 

7. A check for $200.00 to Fonienot Inc. was lost in the mail and has not 
been deposited. A stop payment order, which cost $10.00, was issued on 
Oct. 15. No new check was issued. 


Instructions Reconcile the bank statement using the account form in 
your working papers. 

Analyze: What accounts will be debited for the NSF check and the bank 
handling charge on the check? 


PROBLEMS 





J) PEACHTREE 


SMART GUIDE 





Step-by-Step Instructions: 
Problem 11-7 


1. Select the problem set 
for Showbiz Video 
(Prob. 11-7). 

2. Rename the company 
and set the system date. 

3. Reconcile the bank 
statement using the 
Account Reconciliation 
option in the Tasks 
menu. 

4. Print the Account 
Reconciliation reports. 

5. Answer the Analyze 
question. 

6. End the session. 


TIP: Make sure that you 
mark any adjustments as 
“cleared.” 


ul) PEACHTREE 


SMART GUIDE 


Step-by-Step Instructions: 
Problem 11-8 


1. Select the problem 
set for Job Connect 
(Prob. 11-8). 

2. Rename the company 
and set the system date. 

3. Reconcile the bank 
statement. 

4. Print the Account 
Reconciliation reports. 

5. Answer the Analyze 
question. 

6. End the session. 


SOURCE DOCUMENT 
PROBLEM 


Problem 11-8 


Use the source docu- 
ments in your working 
papers to record the 
transactions for this 
problem. 
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Completing the Accounting 
Cycle for a Sole Proprietorship 


What You'll Learn 


* How to analyze, 
journalize, and post. 

* How to prepare a 
trial balance, a work 
sheet, and financial 
statements. 

* How to journalize 
and post closing 
entries. 

* How to prepare a 
post-closing trial 
balance. 

* How to prepare a 
bank reconciliation. 


Why It's Important 


This mini practice set 
will help to pull together 
all the concepts and 
procedures that you've 
learned. 





N 
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Mini Practice Set 2 










(MI AAC 
Pro I UTORING 


Fast Track sa 
Tutoring Service 


Company Background: Fast Track 
Tutoring Service is owned and managed 
by Jennifer Rachael. The business is orga- 
nized as a sole proprietorship and pro- 
vides tutoring services for students from 
pre-kindergarten through high school. 
The business earns revenue from tuition 
charged from one-on-one instruction 





and special classes. 


Your Job Responsibilities: As the accounting clerk for this business, 
use the accounting stationery in your working papers to complete the 
following activities. 

(1) Open a general ledger account for each account in the chart of 
accounts. 

(2) Analyze each business transaction. 

(3) Enter each business transaction in the general journal. Begin on journal 
page 1. 

(4) Post each journal entry to the appropriate accounts in the general 
ledger. 

(5) Reconcile the bank statement that was received on December 31. The 
statement is dated December 30. The checkbook has a current balance 
of $9,631. The bank statement shows a balance of $9,844. The bank 
service charge is $15. These checks are outstanding: Check 108 $183 
and Check 109 $45. 

(6) Make any necessary adjustments to the checkbook balance. 

(7) Journalize and post the entry for the bank service charge. 

(8) Prepare a trial balance and complete the work sheet. 

(9) Prepare an income statement, a statement of changes in owner's equity, 
and a balance sheet. 

(10) Journalize and post the closing entries. 
(11) Prepare a post-closing trial balance. 


Business Transactions: Fast Track Tutoring Service began business oper- 


ations on December 1 of this year. 
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APPLICATION OPTIONS 


CHART OF ACCOUNTS 
Fast Track Tutoring Service 


ASSETS 


101 
110 
120 
140 
150 
155 


Cash in Bank 

Accts. Rec.—Carla DiSario 
Accts. Rec.—George McGarty 
Office Supplies 

Office Equipment 
Instructional Equipment 


LIABILITIES 


210 
215 


Accts. Pay.—Educational Software 
Accts. Pay.—T & N School Equip. 


OWNER'S EQUITY 


301 





Jennifer Rachael, Capital 


Memorandum 1. 


305 Jennifer Rachael, Withdrawals 
310 Income Summary 


REVENUE 


401 Group Lessons Fees 
405 Private Lessons Fees 


EXPENSES 


505 Maintenance Expense 
510 Miscellaneous Expense 
515 Rent Expense 

525 Utilities Expense 


Transactions 


Jennifer Rachael invested $25,000 in Fast Track Tutoring Service, 


Bought a cash register (Office Equipment) for $525, Check 101. 
Purchased $73 in office supplies, Check 102. 

Purchased educational instructional computers for $13,924, Check 103. 
Received $950 for private instruction, Receipt 1. 

Bought $8,494, Invoice 395, from Educational Sottware on account. 
Carla DiSario billed for two group classes, $36, Invoice 101. 

Wrote Check 104 for $850 for the December rent. 

Billed George McGarty $275 for special group classes, Invoice 102. 


Received Invoice 5495 for a $2,375 microcomputer system, for office 
use, bought on account from T & N School Equipment. 


Prepared Receipt 2 for $695 for 20 private lessons given between 
December 1 and December 10. 


Received $36 from Carla DiSario on account, Receipt 3. 

Sent Check 105 for $200 to Educational Software on account. 
Wrote Check 106 for $750 to repaint two classrooms. 
Jennifer Rachael withdrew $500 for personal use, Check 107. 
Sent Check 108 for the electric bill of $183. 


Issued Check 109 for $45 for stamps (Miscellaneous Expense). 


Analyze: To which creditors did Fast Track Tutoring Service owe the 
most money on December 31? 





Complete activities 
one of three ways: 


Manual Glencoe 
Working Papers 








Peachtree for 
Windows Software 


Glencoe 
Integrated 


Accounting 
Software 


PEACHTREE 





SMART GUIDE 


Step-by-Step Instructions: 


10. 


11, 


12. 


. Select the problem set for 
Fast Track Tutoring Service 
(MP-2). 

Rename the company and 
set the system date. 
Record all of the 
transactions. 

Reconcile the bank 
statement. 


. Print the Account 


Reconciliation reports. 


. Print a General Journal 


report and proof your work. 
Print a General Ledger 
report and a Trial Balance. 


. Print the financial 


statements. 


. Backup your work and then 


close the fiscal year. 
Print a Post-Closing 
Trial Balance. 

Answer the Analyze 
questions and complete 
the Audit Test. 

End the session. 
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Accounting 
for a Payroll 
System 





In this unit... 


You have now learned how to record business transactions for a 


service business. Service businesses and merchandising businesses, 


| 

| 

| like the ones you'll learn about in Unit 4, employ people and must 

| keep records on the money paid to their employees and on the taxes 
| paid to local, state, and federal governments. In this unit, you will 

| learn how to keep records on employee earnings and how to record 


the payment of wages in the accounting records of the business. 


Success is having a flair for the thing that you are 
doing; knowing that is not enough, you have got 


to have hard work and a sense of purpose. 





—Margaret Thatcher 
Former Prime Minister of England 
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pq Payroll Accounting 





Learning Objectives 


When you have completed this 
chapter, you will be able to: 


Si Exploring the Real World of Business 


MOVING INTO THE WORKFORCE 





p Explain the importance of accurate 
payroll records. 




















It's graduation day! You've studied hard, and now you're ready 
for the next big step—looking for your first job. Where do you start 
looking? How will you know whether you'll like the company? How 
do you prepare for a job interview? What will you earn? Robert 
Half International can help! 

Robert Half is an international staffing service that specializes 
in matching employers and workers for jobs in accounting, finance, 
and information systems. The company offers job placement for 
both full-time and temporary jobs. Job seekers can find a 
database of job listings for openings around the 
world. If you choose temporary work, you might 
find assignments lasting from a few weeks to 
several months. Such assignments give you an 
opportunity to work at a variety of jobs. 


> Calculate gross earnings using 
different methods. 










Explain and calculate different 
types of deductions from gross 
earnings. 

> Prepare a payroll register. 


p> Prepare an employee's earnings 
record. 













» Define the accounting terms 
introduced in this chapter. 





What do you think? 
Why do you think it is beneficial for some 

companies to hire temporary employees rather than 

full-time staff? Give at least two specific examples. 









Robert Half International Inc. 
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| Applying Your Accounting Knowledge 


When you get your paycheck, do 
you look at it carefully to see how 
much you've earned and what 
amounts have been deducted from the total? en 
Employers are required to make certain > ’ 
deductions from your pay. You'll learn about 
those deductions in this chapter. 





dA 1. Lookat your last pay stub. Was money 
deducted from your earnings? 
2. What do you think those deductions were 
taken for? 
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What You'll Learn 








* The importance of 


accurate payroll records. 


* How to calculate gross 
earnings. 


Why It’s Important 


For many businesses 
payroll is the largest ex- 
pense. It is essential that 
the payroll system accu- 
rately determine the gross 
pay for each employee for 
every pay period. 


KEY EO 


payroll 

pay period 

payroll clerk 

gross earnings 

salary 

wage 

time card 

electronic badge readers 
commission 

overtime rate 











288 Chapter 12 


SECTION | 


Calculating Gross Earnings 


In a private enterprise economy, people 
are free to work for any business they 
choose—as long as they meet the require- 
ments for employment. Employers such as 
Ford Motor Company, Pier 1, and Border’s 
Books and Music rely on their employees 
to operate the business and pay their 
employees for the services they perform. 
In paying their employees, businesses fol- 
low certain guidelines. For example, both 
federal and state laws require businesses to 
keep accurate payroll records and to report 





on employees’ earnings. 

Most companies set up a payroll system to ensure that their employees 
are paid on time and that payroll checks are accurate. In this chapter, 
you will learn about the payroll system. 


The Importance of Payroll Records 


A payroll is a list of the employees and the payments due to each 
employee for a specific pay period. A pay period is the amount of time 
over which an employee is paid. Most businesses use weekly, biweekly 
(every two weeks), semimonthly (twice a month), or monthly pay periods. 

The payroll is a major expense for most companies. To ensure accu- 
rate records, most businesses set up a payroll system for recording and 
reporting employee earnings information. A well-designed payroll system 


achieves two goals: 


(1) The collection and processing of all the information needed to 
prepare and issue payroll checks. 

(2) The generation of payroll records needed for accounting purposes 
and for reporting to government agencies, management, and others. 


Businesses with many employees often hire a payroll clerk who is 


responsible for preparing the payroll. The payroll clerk: 


e Makes sure employees are paid on time. 

e Makes sure each employee is paid the correct amount. 
¢ Completes payroll records. 

e Submits payroll reports. 

e Pays payroll taxes. 


All payroll systems have certain tasks in common, as shown in Fig- 


ure 12-1. 


Payroll Accounting 









Prepares payroll checks 





Records earnings 
and deductions 
in the payroll 
and accounting 
records 


| 
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Figure 12-1 The Payroll System 


Calculating Gross Earnings | 


Most employees are paid for the specitic amount of time they work 
during a pay period. The total amount of money an employee earns in a pay 
period is the employee's gross earnings . The calculation of gross earnings 
depends on the basis on which an employee is paid. An employee’s pay can 
be based on: 


* salary Teen Income 

e hourly wage Teens get a large 

e commission portion of the money 

e salary plus commission or bonus they spend from parents, 

* overtime pay who provide 49 percent of 
teen income. Other sources 
of income are part-time jobs, 
allowances, and even full- 





Let’s look at each method of paying employees and how it affects the 
calculation of gross earnings. 


time jobs. 
Salary 


One common method of paying employees, especially those who are 
managers or supervisors, is by salary. A salary is a fixed amount of money ill 
paid to an employee for each pay period. In other words, an employee who ii 
is paid a salary earns the same amount regardless of the number of hours | | 

| 











worked during the pay period. For example, Paula Ferguson, an administra- 
tive assistant, is paid a salary of $2,000 a month. Her gross earnings are 
$2,000 for each monthly pay period. Paula may work 160 hours in one 
month and 170 hours in the next, but her gross earnings for each of the two || 
months are the same—$2,000. | 


























Section 1. Calculating Gross Earnings 289 | il 














Key Points 





| ae a> — employees is the hourly wage. A wage isan 
I r ur age n 
H VA i, : amount of money paid to an employee at a 
Ours OTKEC . 7 
‘Seidl tis ca specified rate per hour worked. The number 
age J 


Earnings 





period. For example, Emily Kardos, a delivery 
driver tor Roadrunner, is paid $6.75 per hour. 
During the last weekly pay period, she 


Hourly Wage ; 


Another common way of paying 


ot hours worked multiplied by the hourly 


wage equals the gross earnings for the pay 





worked 36 hours. Emily’s gross earnings are 


$243.00 (36 hours * $6.75). 


No. 11 

NAME Emily Kardos _ i 
SOC.SEC.NO. _201-46-8319 © 
WEEK ENDING __6/30/20-- | 


OUT | IN | OUT || TOTA 


M | 7:5812:25) 1:32| 4:18] 
T §:0012:0012:45 4:00 | 

| 7:56/12:01 1:10 415 | 
Th 8:0111:55 1:02 4:16 
F 7:4512:02 1:05 3:58 | 


Ww 


Ww 


TOTAL HOURS 36 


EGUIAR | 36 «$6.75 $243.00 


TOTAL EARNINGS $243.00 





SIGNATURE Emily Kardos 


pare _6/30/20-- 


Figure 12-2 An Emplovee 
lime Card 





Key Points 
| Determining 
| Hours Worked 


For hourly workers 


departure times may 


not be used to calcu- 


Many employees are required to use time cards to accu- 
rately record their work hours during each pay period. A 
‘time Card is a record of the times an employee arrives and 
leaves work each day. The times may be recorded manually 
or by a time clock. The time card also shows the total hours 
worked each day. Figure 12-2 shows a manual time card. 

Many companies divide an hour into four 15-minute 
quarters for the purpose of measuring employee work time. 
[hese quarter hours are determined as follows: 


Quarter Hour Example 
On the hour 2:00 P.M. 
15 minutes after the hour 2515 P.M. 
30 minutes after the hour 2:30 P.M. 
45 minutes after the hour 2:45 P.M. 


Employees seldom arrive and leave exactly on the 
quarter hour. As a result, some companies round arrival and 
departure times to the nearest quarter hour. Employees, 
therefore, are paid for working to the nearest quarter hour. 
Look at Figure 12-2. The times appearing on the time card 
for Emily Kardos for Monday will be rounded to the near- 


est quarter hour as follows: 


Actual Time Recorded Nearest Quarter Hour 


158 AM. 8:00 A.M. 
12:25 P.M. 12:30 PM. 
1:32 PM. 1:30 PM. 
4:18 PM. 4:15 PM. 


Emily will be paid for working on Monday from 8:00 A.M. to 12:30 P.M. 
(4% hours) and from 1:30 p.M. to 4:15 p.m. (2 4 hours) for a total of 7% hours. 


Some businesses use computer technology to track employee arrival and 


method the employee is issued an identification badge with a magnetic strip 
that contains emplovee information. When the employee inserts the identifi- 


| 

ii departure times. One method uses @lectronic badge readers . With this 
Ce c c < all 

| 





| late the hours worked. cation badge into a badge reader, the magnetic strip is scanned and the follow- 


— — ing information is transferred directly to the computer: the employee’s name, 
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the department or area where the employee works, and the arrival or 
departure times. 

This electronic equipment makes it fast and easy to prepare a daily print- 
out on employee work hours. 

Regardless of how employee work hours are recorded (manually, time 
clock, or electronic reader), business owners and supervisors check the accu- 


racy of the hours reported and analyze the labor costs for every pay period. 


n s 
Commission 
A commission is an amount paid to an employee based on 


a percentage of the employee's sales. Sales employees are often 
paid a commission to encourage them to increase their sales. For 
example, Joyce Torrez is paid a 5% commission on all her sales. 
Last week Joyce’s total sales were $8,254. Joyce’s gross earnings 
for the week are $412.70 ($8,254 X .05). 


Salary Plus Commission or Bonus 


Some salespeople earn a base salary plus a Commission or a 
bonus on the amount of their sales. For example, Juan Espito, who 
works at a car stereo shop, is paid a salary of $200 per week plus a commis- 
sion of 3% of his sales. Juan’s sales were $4,810 last week. His gross earnings 
are $344.30 [$200 + ($4,810 x .03)]. 


Overtime Pay 


State and federal laws regulate the number of hours some employees 
may work in a week. Generally, employers are required to pay overtime when 
employees covered by these laws work more than 40 hours per week. The 
e , set by the Fair Labor Standards Act of 1938, is 1' (1.5) times 
the employee’s regular hourly pay rate. For example, Jesse Dubow, a photo- 





lab clerk at Fast Photo, worked 43 hours last week. Jesse’s hourly rate of pay 
is $6.60. His hourly overtime rate is $9.90 ($6.60 * 1.5). His gross earnings 


Overtime Pay 

for the week are $293.70 determined as follows: Some employees 
Hours Rate who work more than 

Regular 40 ) 66.60 = $264.00 40 hours per week are 
Quenine. 3 ] $990 = 29.70 paid overtime. The 
Total $293.70 usual overtime rate 

is 1/ times the 

Some employees who are paid a salary are also entitled to overtime pay. employee's hourly 

If a salaried employee is paid overtime, the salary is converted to an hourly rate of pay. 


rate using a standard number of hours for the period covered by the salary. 
Then the hourly overtime rate is calculated. For example, Jim Halley’s salary 
is $600 per week. His hourly rate is $15 assuming a standard 40-hour work 
week. His hourly overtime rate is $22.50 ($15 x 1.5). Jim's gross earnings 
for a 44-hour week are $690, determined as follows: 


Hours Rate 
Regular = $600.00 
Overtime 4 $22.50 = 90.00 
Total $690.00 
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SECTION | Check Your Understanding 





Cyne Critically 


| Computing in the Business World 












Problem 12-1 Calculating 
Gross Earnings 


Instructions Prev: riot ne that f ws. Calculate regular earnir 





=O Bee Total Pay Regular 
mplovee va Rate 








Earnings 


SECTION 2 I- 






Payroll Deductions 


Whether you work at Target, McDonald’s, or CompUSA, your earn- 
ings and deductions are prepared in the same manner. In this section, 
you will learn how deductions are calculated. 


Determining Deductions 
from Gross Earnings 


The first time you received a payroll check, you were probably sur- 
prised to see that the amount of the check was less than your gross earn- 
ings. Various amounts are taken out of gross earnings. An amount that 
is subtracted from gross earnings is called a deduction . Deductions 
include those required by law and those an employee wishes to have 
withheld from earnings. 


Deductions Required by Law 


An employer is required by law to withhold payroll taxes. These taxes 
include the federal income tax and the social security tax. In addition, 
most cities and states require employers to withhold city and state in- 
come tax. 

Federal Income Tax. Most people pay the federal government 
a tax based on their annual income. To ensure that employees have the 
funds to pay their income taxes, employers are required to withhold a 
certain amount of money from each payroll check. The employer sends 
the money withheld to the federal govern- 
ment. The employer, thus, acts as a collec- 
tion agent for the federal government. 

The amount of income tax withheld is 
based on an estimate of the amount of 
income tax the employee will actually owe. 
The exact amount of income tax is deter- 
mined when the employee prepares an in- 





come tax return. If too much money is NN all ci Si 
withheld, the Internal Revenue Service (IRS) will refund the overpavment. 
If too little money is withheld, the employee pays the amount due when 
the income tax return is filed. To avoid penalties, an employee should 
have at least 90% of the actual tax liability deducted from his or her pay. 

Form W-4. The amount withheld for federal income taxes depends 
on three factors: 


(1) the employee’s marital status 


(2) the number of allowances claimed by the employee 
(3) the employee’s gross earnings 


= 
What You'll Learn 


¢ Why deductions are 
calculated and reported. 

* Howto calculate 
deductions required by 
the federal government. 

* Howto determine 
voluntary deductions. 


Why It's Important 


To prepare the payroll 
accurately and to comply 
with the law, both man- 
datory and voluntary 
deductions must be 
calculated correctly. 





deduction 
allowance 
401(k) plan 
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Figure 12-3 Employee's 
Withholding Allowance 
Certificate 
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Form W-4 








The first two items of information are found on Form W-4, the Employee’s 
Withholding Allowance Certificate. Form W-4 is filled out by each employee 
when starting a job. A revised Form W-4 is filed if the employee’s marital 


status or number of allowances changes. Employers keep a current Form 
W-4 on file for each employee. 


Figure 12-3 shows the completed Form W-4 for Emily Kardos. As you 
can see, Form W-4 includes the employee’s name, address, social security 
number, and marital status. In addition, the employee lists the number of 
allowances claimed (see line 4). An allowance reduces the amount of 
income tax to be withheld. The greater the number of allowances claimed 
by a taxpayer, the lower the amount of income tax withheld from earnings. 
Usually, a taxpayer is allowed one personal allowance and one allowance for 
each person the taxpayer supports, such as a child or an elderly parent. 


Cut here and give the certificate to your employer. Keep the top portion for your records. - - - - - - - 














n , . . «gi | MB N 5-00 
com W-4 Employee’s Withholding Allowance Certificate | °° 19:00 
iena agua sen » For Privacy Act and Paperwork Reduction Act Notice, see reverse. I 20-- 
1 Type or print your first name and middle initial LastName | 2 Your social security number 
Emily _ M._ : a _Kardos | 201-46-8319 
Home address (number and street or rural route) | | [A Single DO Married 
__ 809 East Main Street ___—__—m—m—_m—_Ù uWLL 1 ..& Marita! { [ ] Married, but withhold at higher Single rate 
City or town, state, and ZIP code | Status i 
| Note: /f married, but legally separated, or spouse is a © 
Sacramento, CA 94230 | nonresident alien, check the Single box. 
4 Total number of allowances you are claiming (from line G above or from the Wal on back if they apply) : 4 | a 0 
5 Additional amount, if any, you want deducted from each pay . 15/8 


6 | claim exemption from withholding and | certify that | meet ALL of the following conditions for exemption 
* Last year | had a right to a refund of ALL federal income tax withheld because | had NO tax liability: AND 

* This year | expect a refund of ALL Federal income tax withheld because | expect to have NO tax liability; AND 

* This year if my income exceeds $500 and includes nonwage income, another person cannot claim me as a dependent. //// 

If you meet all of the above conditions, enter the year effective and “EXEMPT” here » [6] 


7 Are you a full-time student? (Note: Full-time students are not automatically exempt.) . È = 7 [Yes MNo 


Under penalty of penury. | certity that! am entitled to the pmosr DI withholding allowancés claimed on this Carifficaie or entitled to claim exempt status 


Employee's signature > £ M. Kardos Date > Si Ron 


8 Employer's name and address (Employer: ‘Complete 8 and 10 only ‘if sending to IRS) | 9 Office 10 a identification number | 5 
code 


| 
Roadrunner Delivery Service 155 Gateway Blvd. eptenay "ad Bel 31-8042398 











Sacramento, CA 94230 | | 


In certain circumstances as defined in the tax laws, some employees do 
not pay federal income tax. An employee who does not pay federal income 
tax can be “exempt” from withholding if he or she: 


e Did not have a federal income tax liability in the previous year. 

e Expects no tax liability this year. 

e Has income of $700 or less including nonwage income such as interest 
on a Savings account. 

¢ Cannot be claimed as a dependent on someone else’s tax return. 


If an employee writes “EXEMPT” on Form W-4, the employer will not 
withhold federal income taxes. 

Tax Tables. An employee’s gross earnings also affect the amount with- 
held for federal income taxes. Once gross earnings are calculated, most 
employers use tables supplied by the IRS to determine the amount of federal 
tax to withhold. Figure 12-4 shows tables for single and married persons 
who are paid weekly. Other tax tables are available. 

Let’s use the tables to determine the tax withheld for Emily Kardos. Emily 
is single and claims no allowances. For the week ending June 30, she earned 
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SINGLE Persons—WEEKLY Payroll Period 



























































If the wages are — And the number of withholding allowances claimed is—_ _ 
But less x 
7 9 1( 
At least | than 0 | 1 | 2 | 3 d ; 5 | 6 8 i ) 
The amount of income tax to be withheld is — 
T IS T 
$0 $55 0 0 0 0 0 0 0 0 0 0 0 
55 60 1 0 0 0 0 0 0 0 0 0 0 
60 65 2 0 0 0 0 0 0 0 0 0 0 
65 70 2 0 0 0 0 0 0 0 0 0 0 | | 
70 75 3 0 0 0 0 0 0 0 0 0 0 
75 80 4 0 0 0 0 0 0 0 0 0 0 
80 85 5 0 0 0 0 0 0 0 0 0 0 | 
85 90 5 0 0 0 0 0 0 0 0 0 0 
90 95 6 0 0 0 0 0 0 0 0 0 0 | 
95 100 7 0 0 0 0 0 0 0 0 0 0 
100 105 8 0 0 0 0 0 0 0 0 0 0 
105 110 8 1 0 0 0 0 0 0 0 0 0 
110 115 9 2 0 0 0 0 0 0 0 0 0 
115 120 10 2 0 0 0 0 0 0 0 0 0 
120 125 11 3 0 0 0 0 0 0 0 0 0 | 
125 130 ti 4 0 0 0 0 0 0 0 0 0 
130 135 12 5 0 0 0 0 0 0 0 0 0 
135 140 13 5 0 0 0 0 0 0 0 0 0 I | 
140 145 14 6 0 0 0 0 0 0 0 0 0 ae ba 
145 150 14 7 0 0 0 0 0 0 0 0 0 EAT iP ‘Uluae . 
150 155 15 8 0 0 0 0 0 0 0 0 0 - i 
155|- 160 16 8 1 0 0 0 0 0 0 0 0 a 
160 165 17 9 1 0 0 0 0 0 0 0 0 | 
165 170 17 10 2 0 0 0 0 0 0 0 0 _ | 
170 175 18 11 3 0 0 0 0 0 0 0 0 Calculating ||| | 
| 
175 180 19 11 4 0 0 0 0 0 0 0 0 . ill 
180 185 20 12 4 0 0 0 0 0 0 0 0 Gross Earnings | 
185 190 20 13 5 0 0 0 0 0 0 0 0 il | 
190 195 21 14 6 0 0 0 0 0 0 0 0 | 
195 200 22 14 7 0 0 0 0 0 0 0 0 To calculate gross i | 
200 210 23 15 8 0 0 0 0 0 0 0 0 earnings. | 
210 220 25 17 9 2 0 0 0 0 0 0 0 - H || | 
220 230 26 18 11 3 0 0 0 0 0 0 0 e multiply the pay rate by | 
230 240 28 20 12 5 0 0 0 0 0 0 0 ||| 
240 250 29 21 14 6 0 0 0 0 0 0 0 the hours worked, Hi | 
250 260 31 23 15 8 0 0 0 o 0 0 0 * place that amount in || 
260 270 32 24 17 9 2 0 0 0 0 0 0 . || 
270 280 34 26 18 11 3 0 0 0 0 0 0 memory by pressing il 
280 290 35 27 20 12 5 0 0 0 0 0 0 I 
290 300 37 29 21 14 6 0 0 0 0 0 0 M+ 
' | 
300 310 38 30 23 15 8 0 0 0 0 0 0 è {||| 
310 320 40 32 24 17 9 1 0 0 0 0 0 * then multiply the regular | 
320 330 41 33 26 18 11 3 0 0 0 0 0 
330 340 43 35 27 20 12 4 0 0 0 0 0 rate by 1.5 and the 
340 350 44 36 29 21 14 6 0 0 0 0 0 È 
number of overtime 
. hours, 
MARRIED Persons—WEEKLY Payroll Period 
e pressMR 
p ' 


If the wages are — And the number of withholding allowances claimed is — 





* then + to find the total. 






























































Atleast |Butless| 0 | 1 | 2 | 3 4 E l 6 | 7 8 9 10 
an | 
The amount of income tax to be withheld is — 
$0 $125 0 0 0 0 0 0 0 0 0 0 0 
125 130 1 0 0 0 0 0 0 0 0 0 0 
130 135 1 0 0 0 0 0 0 0 0 0 0 
135 140 2 0 0 0 0 0 0 0 0 0 0 
140 145 3 0 0 0 0 0 0 0 0 0 0 
145 150 4 0 0 0 0 0 0 0 0 0 0 
150 155 4 0 0 0 0 0 0 0 0 0 0 
155 160 5 0 0 0 0 0 0 0 0 0 0 
160 165 6 0 0 0 0 0 0 0 0 0 0 
165 170 7 0 0 0 0 0 0 0 0 0 0 
170 175 7 0 0 0 0 0 0 0 0 0 0 | 
175 180 8 0 0 0 0 0 0 0 0 0 0 ill 
180 185 9 1 0 0 0 0 0 0 0 0 0 || 
185 190 10 2 0 0 0 0 0 0 0 0 0 | 
190 195 10 3 0 0 0 0 0 0 0 0 0 HHI 
Il 
195 200 11 3 0 0 0 0 0 0 0 0 0 Il 
200 210 12 5 0 0 0 0 0 0 0 0 0 HH 
210 220 14 6 0 0 0 0 0 0 0 0 0 Al} tT 
220 230 15 8 0 0 0 0 0 0 0 0 0 WT HI 
230 240 17 9 1 0 0 0 0 0 0 0 0 || I 
||] 
240 250 18 11 3 0 0 0 0 0 0 0 0 WH 
250 260 20 12 4 0 0 0 0 0 0 0 0 NTH 
260 270 21 14 6 0 0 0 0 0 0 0 0 Uli 
270 280 23 15 7 0 0 0 0 0 0 0 0 HH 
280 290 24 17 9 1 0 0 0 0 0 0 0 WHAT 
Hit} | 
290 300 26 18 10 3 0 0 0 0 0 0 0 i 
300 310 27 20 12 4 0 0 0 0 0 0 0 AN A 
310 320 29 21 13 6 0 0 0 0 0 0 0 WHITH 
320 330 30 23 15 7 0 0 0 0 0 0 0 HT III 
330 340 32 24 16 9 1 0 0 0 0 0 0 H || | 
i ansa III 
Figure 12-4 Internal Revenue Service Tax Tables | | 
| | 
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FINANCIAL RECORDS 

The ancient Egyptians 
wrote on an early form of 
paper known as papyrus. 
The Zenon Papyri are the 
oldest complete set of 
financial records, dated 
to 250 BC. 





EZIO 


Calculation of FICA Taxes 
Social securitv tax 
2% (.062) of annual 
gross earnings up to 
Sos +( 1), 
Medicare tax 
1.45 0145) of gross 


innual earmmings. 
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$243. This amount falls between $240 and $250 on the tax table for single 
persons. Reading across this line to the column for zero withholding al- 
lowances, vou find that $29 is withheld from Emily’s gross earnings for fed- 
eral income taxes. 

Social Security Tax. In addition to federal income tax, employers 
also collect social security taxes for the federal government. The present 
social security system was established by the Federal Insurance Contribu- 
tions Act (FICA) in 1935. Social security taxes are therefore often referred 
to as FICA taxes. The FICA taxes finance programs that provide income to 
certain individuals: 


1. The old-age and disability insurance programs provide income to retired 


and disabled persons and their dependent children. 


bo 


. The survivors’ benefits program provides income to the spouse and 
dependent children of a deceased worker. 


3. The Medicare program provides health insurance benefits for the elderly. 


The FICA taxes are exact taxes in that, unlike the federal income tax, 
they do not involve estimation and are not affected by allowances or mari- 
tal status. The FICA tax rates are set bv Congress, and can be changed at any 
time. Most emplovees are subject to FICA taxes, even those who are exempt 


from tederal income taxes. 


There are two FICA taxes: 
social securitv and Medicare. Each 
tax is separately recorded on pay- 
roll documents. The tax rates are 


as follows: 


Social security tax 6.20% 
Medicare tax 1.45 
Total FICA taxes 7.65 


The social security tax is 
deducted from each emplovee's 
earnings until the maximum taxable earnings amount for the year is reached. 
This amount increases each year. For 1998, the maximum taxable earnings 
amount is $68,400. Therefore the maximum amount of social security tax 
that can be withheld from an employee in one year is $4,240.80 ($68,400 x» 


.062). There is no maximum taxable earnings amount for the Medicare tax. 


For example, Lisa Gustavson earns $75,000 per year as a manager at a CPA 
firm. The $5,328.30 in FICA taxes withheld from her earnings is calculated 


as follows: 


Earnings 
Subject to Tax Tax Rate Tax 
Social security tax $68,400 062 = $4,240.80 
Medicare tax $75,000 < 0145 = 1,087.50 
Total withheld $5,328.30 


State and Local Income Taxes. Most states and cities tax the 
earnings of the people who live or work within their boundaries. In some 
states and cities, the tax rates are set as a percentage of gross earnings, like 
social security taxes. In others, the amounts to be deducted are indicated on 
tables similar to the ones used for federal income tax. 


Voluntary Deductions 


Most employers agree to deduct other amounts trom their employees’ 


payroll check to accommodate the wishes of the employees. Once an The Internal Revenue 
employee requests that deductions be made, they are withheld from each Service is the number-one 
payroll check until the employee notifies the employer to stop. Common employer of accountants in 
voluntary deductions include: the world. Sixty-three district 


offices across the United 


* union dues States hire Revenue Agents, 


e health insurance payments Revenue Officers, Special 
e life insurance payments Agents, Tax Auditors, and 
e pension and other retirement contributions Computer Specialists. 

e credit union deposits and payments Together, they use their 

e US. savings bonds accounting backgrounds in 
¢ charitable contributions. reviewing tax returns and 


investigating tax fraud. 





A popular payroll deduction is a contribution to a 401(k) plan . An 


employee contributes a portion of gross earnings to an account in the 401(k) 
plan. The employee does not pay income tax on the contributed earnings. 
In other words, taxable income is reduced by the amount of the contribu- 
tion. The 401(k) contribution and earnings on the contribution are not taxed 
until the money is withdrawn from the plan, usually after age 59‘. In some 
401(k) plans, employers make matching and profit-sharing contributions to 
their employees’ accounts. 





Angelo Cappelli, a graphic artist, earns $644 each week and contributes 
$75 to his 401(k) account. Angelo will pay income tax on $569 ($644 — $75). 
He will not pay income tax on his $75 contribution until it is withdrawn 
from his 401(k) account. 


ANALYZING FINANCIAL REPORTS 





Analyzing Employee Productivity 


The cost of wages and benefits is often one of a company’s largest expenses. Before hiring additional 
employees, managers and owners carefully calculate whether another person will contribute to the overall 
profitability of the company. 

One measure of profitability is the average sales dollars generated by each employee. This measure is 
calculated by dividing the total revenue by the number of all employees. 








Total Revenue 


Number of Employees ~ Sales per Employee 


For example, in a company with total revenue of $1,480,000 and 20 employees, sales per employee are 
$74,000. Calculating this measure of profitability from period to period or from one part of a company to 
another allows an owner to see changes in employee productivity. If sales per employee increase or decrease 
greatly, the owner would want to learn why. 





> Analyze the Report: 

Use the income statement for Roadrunner Delivery Service on page 206 to 
answer these questions. 

1. Assume that Roadrunner Delivery Service has two employees, including the 
owner. What is the monthly revenue per employee? 
_2. Suppose Maria Sanchez hires two more delivery people. The revenue for the 
- next month increases to $5,400.00. How has the productivity per employee changed? 
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SECTION 2 Check Your Understanding. 





Thinking Critically 


| Now that vou have studied this section, complete the following questions and problems. 





| | 1. Which taxes are required to be withheld from employees’ pay? 
Hh! 2. What three factors determine the amount of federal income tax withheld each 
' 


| pay period? 


Computing in the Business World 


As the president of Creative Craft Memory Books, vou have Our o) TT) 
4 e Mbum 





+h decided to add five new sales consultants to your sales force. You 
| eee ofter these sales consultants a gross salary of $23,000 each, but the 
consultants will not take home $23,000. Calculate the FICA taxes 
to be withheld from each consultant’s gross pay. What remains of 





their gross pay after you deduct FICA taxes? 





Problem 12-2 Determining [axes on Gross Earnings 
Information related to the just-completed pay period of MegaCom Computer Upgrades 
is provided in the chart below. Determine the amounts to be withheld from each employee's 
gross earnings for FICA and income taxes. It is a weekly pay period, so use the tables on page 
295 to determine the amount of federal income tax to be withheld. The state income tax is 


2% of gross earnings. The social security tax rate is 6.2%, and the Medicare tax rate is 1.45%. 


Use the format shown in your working papers. 





Employee Marital Status Allowances Gross Earnings 
Cleary, Kevin S 0 $155.60 
Halley, James S ] 184.10 
Hong, Kim S O 204.65 
Jackson, Marvin M 1 216.40 
Sell, Richard M 2 196.81 
Total $957.56 





Problem 12-3 Analyzing a Source Document 
Examine the following partially completed payroll check stub. The employee, Melanie 
Galvin, is single and claims one allowance. 


What amount should be deducted for: 










»>dicare tax? È 

1. Medicare tax: Employee Pay Statement 260 ; 
2. Social Detach and retain this statement. i 
mee c Ò 
Riti 4 Deductions ; 
Security tax: [ 


3. Federal 
Income tax? 





1/15/20-- | 315.00 | 
Asi | 
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In the previous sections 
vou learned how to calculate 
gross earnings and deduc- 
tions. Now you will learn 
how to prepare the payroll 
records for each period and 
how to prepare payroll checks. 
Whether a business has many 
employees, like the Boeing 
Corporation, or a small staff, 
like a veterinarian’s office, it 
is essential that the payroll 


be prepared on time and 





accurately. 


Completing the Payroll Register 


Federal and state laws require businesses to keep accurate payroll 
records. To help meet these requirements, businesses use a payroll regis- 


ter. The is a form that summarizes information about 





employees’ earnings for each pay period. The payroll clerk is responsible 
for preparing the payroll register. 

Figure 12-5 shows the payroll register for Roadrunner. As you can see, 
the payroll register lists each employee’s I.D. number, name, marital 
status, and the number of allowances claimed. Refer to Figure 12-5 as you 
read the descriptions of the payroll register. 







| i 
What You'll Learn 


* The purpose of a payroll 
register. 

¢ How to prepare a payroll 
register. 

« How to prepare a payroll 
check. 

e The purpose of an em- 
ployee’s earnings record. 

* Howto prepare an em- 
ployee's earnings record. 


Why It's Important 


To comply with federal 
and state laws, payroll 
records must be kept 
accurately. 


payroll register 
net pay 


direct deposit 


employee’s earnings 
record 
accumulated earnings 


























1 2 3 4 5 6 
PAYROLL REGISTER 

PAY PERIOD ENDING June|30 DATE OF PAYMENT June 30, 20-- 

de 2/2] 22 EARNINGS DEDUCTIONS a 

og NAME #|5| £5 [RATE — eine È NET Poe 

3 i E 03 REGULAR | OVERTIME Tetàu || POS. SRS. | MEDICAHE} FED INC IRENE, BOSE OTHER TOTAL PAY NO 
1 | 4 Cole, Amy Mi 1} 31 7.60 235 60 | 235 60 14 61 3/42 9,00 471 5| 75 3749 198/11 258] 4 
2 9 Eng, James Mj0| 41 7.20| 288/00 10,80 298 80 18 53 4 33 | 26 00 5 98 5|75 _ 60/59} 238 21 |259) 2 
3 | 11 |Kardos, Emily S|0| 36|6.75| 243/00] | 243/00| 15,07} 3/52] 2900] 486| 320/15 00] 70165] 172/35|260|3 
4 12 Phiffer, Alicia Mj2| 42 | 7.20 288 00 21 60 309 60 19/20 449 12.00 6,19 5|75 | 47 63 261/97 |261] 4 
5 ee Terzian, Garo —|S|1|39]|6.75| 263/25 263 25] 16.32] 3.81] 2400] 527] 3|20|®10/00| 6260] 200/65|262|5 
24 | Lio ee 24 
LT eal eit | Cc [es 

7. TOTALS |1,317|85| 32/40|1,350/25| 83/73| 1957|100/00| 27/01| 23|/65|0)25/00| 278/96 |1,071|29 









































Other Deductions: Write the appropriate code letter to the left of the amount: B-U.S. Savings Bonds; C—Credit Union: UD-Union Dues; UW-United Way 


Figure 12-5 Completed Payroll Register 
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| 
| 
| 
Î 
| 
Il 


Social Security 
Hit Numbers 

HII Under the Tax Reform 
III Act of 1986, most indivi- 

| duals over the age of five 

| should have a social secu- 
| rity number. A person has 

| the same social security 
| number for life. This 
number is used when 
reporting an employee's 
earnings to state and 
| | federal governments. 














Gross (total) earn- 
ings minus total 


deductions equal 
net pay. 











1. Total Hours Column. Regular and overtime hours from the employee's 
time card are added together, and the total is entered in this column. 

2. Rate Column. This column shows the emplovyee's current rate of pay, 
found on the employee’s earnings record. 

3. Earnings Section. The earnings section is divided into three columns: 
regular, overtime, and total earnings. To complete these columns, the 
payroll clerk multiplies the hours worked by the employee's regular 
hourly rate or, when applicable, overtime hourly rate. 


Employee 4, Amy Cole, worked 31 hours. Her regular hourly rate is $7.60. 
Amy earned $235.60 (31 * $7.60) for the week. Since there are no overtime 
hours, regulat and total earnings are the same. 

Alicia Phiffer, Employee 12, worked 2 overtime hours in addition to 40 
regular hours. Her regular hourly rate is $7.20. Her overtime hourly rate is 
$10.80 ($7.20 x 1.5). Her regular earnings are $288.00 (40 x $7.20) and her 
overtime earnings are $21.60 (2 x $10.80). Her total earnings are $309.60 
($288.00 + $21.60). 


4. Deductions Section. The illustrated payroll register has seven deduction 
columns. The number of deduction columns, however, varies among 
businesses depending on the specific needs of each business. In the 
illustration, columns are provided for the deductions required by law— 
FICA taxes (social security and Medicare), federal income tax, and state 
income tax. Columns are also provided for voluntary deductions. 
Certain voluntary deductions taken by many employees on a regular 
basis will usually have their own columns, such as the column shown in 
the illustration for hospital insurance. Deductions taken less frequently 
are often placed in a column titled “Other.” In the illustration these 
deductions include credit union, union dues, savings bonds, and 
charitable contributions. Finally, a column is provided for the total 
deductions of each employee. 


Look at the deductions for Garo Terzian, Employee 14. Garo’s deduc- 
tions include the taxes required by law. He also has two voluntary deductions, 
$3.20 for hospital insurance and $10.00, shown in the Other column, for 
U.S. Savings Bonds. The total deductions for Garo are $62.60 as shown in the 
“Total” column. 


5. Net Pay Column. Net pay is the amount left after total deductions 
are subtracted from gross earnings. The net pay for Garo Terzian is 
$200.65. 

6. Check Number Column. Most employees are paid by check. After the 
payroll checks are prepared, the check numbers are recorded in this 
column. 

7. Column Totals. Each amount column is totaled, and the totals are 
entered on the last line of the payroll register. To ensure that there are 
no mathematical errors, subtract the Total Deductions column total 
from Total Earnings column total. The result should equal the Net Pay 
column total. 
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Preparing Payroll Checks 

Once the accuracy of the payroll register is verified, a payroll check is 
prepared for each employee. Most businesses pay their employees by check 
as a means of cash control. When a company has only a few employees, 
payroll checks are written from the company’s regular checking account. 
Companies with many employees have a separate checking account for 
payroll. 

When a separate payroll checking account is used, funds are transferred 
to this account each pay period. A check for the total net pay amount is writ- 
ten from the company’s regular checking account and deposited in the 
payroll checking account. Then, individual payroll checks are issued to 
employees from the payroll account. 

The payroll register is the source of information for preparing the pay- 
roll checks. Along with a payroll check, each employee is given a written or 
printed explanation showing how the employee’s net pay is calculated. This 
explanation is provided on a stub attached to the payroll check. Figure 12-6 
shows a typical payroll check and stub. Notice that for Emily Kardos, the 
amounts on the stub are the same as the amounts in the payroll register. 
After each payroll check is written, the check number is recorded in the pay- 
roll register. 

Instead of issuing payroll checks, most companies offer direct deposit of 
net pay. With direct deposit , the net pay is deposited in the employee's 
personal bank account by the employer. No payroll check is prepared. The 
employee does, however, receive a printed record of the payroll calculation. 
Direct deposits are made through electronic funds transfer. With this system, 
the employer informs the employee’s bank of the amount to be deposited 
in the employee’s account. 




















Roadrunner Delivery Service w_ 260 
155 Gateway Blvd. dll 63-947 
Sacramento, CA 94230 i Date June 30 20 — 670 
Onter of. Emily Kardos g 172.35 
One hundred seventy-two and 39/100 pp ars 
«% American National Bank, 
“SACRAMENTO, CALIFORNIA Maria Sanchez 
rO6?00A9L748 3939 0L3 Liri 260 
Employee O OCC 


Detach and retain this statement. 














Earnings Deductions 








Period Net 


Income | Income Pay 





Regular|Overtime| Total 





6/30/20-- | 243.00 





243.00} 15.07 





15.00 | 70.65 


Figure 12-6 Completed Payroll Check and Stub 
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Voltage Power 


Accountants who travel 
frequently and carry 
laptop computers should 
be aware of the voltage 
used in the countries of 
their destination. Power in 
the United States is 110V, 
but in most other countries 
it is 220V. 
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The Employee's Earnings Record 


In addition to the payroll register, an employer must also keep an 
employee’s earnings record for each employee. This record contains all 
of the payroll information related to an employee. Figure 12-7 shows an 
example of an employee’s earnings record. The earnings record has the same 
amount columns that appear on the payroll register. An additional column 
for the employee’s accumulated earnings is also provided. ‘Accumulated 
earnings are the employee’s year-to-date gross earnings, or the employee's 
gross earnings from the beginning of the year through the end of each pay 
period. The accumulated earnings for Emily Kardos as of June 30 are com- 
puted by adding her gross earnings for the pay period just completed to her 
accumulated earnings for the previous pay period as follows: 

















Work Experience 
Research shows that 
employers would rather 
hire people who can do 
things rather than people 
who know about things. If 
you can get experience 
doing anything in the 
accounting field, you'd have 
a better chance of getting a 
job than an applicant who 





has taken the same classes Gross Earnings Accumulated Earnings Accumulated Earnings 

as you have but doesn't for Pay Period for Previous for Pay Period 

have your work experience. Just Completed + Pay Period = Just Completed 
$243.00 a $4,178.60 - $4,421.60 


Businesses keep employee’s earnings records on a quarterly basis. This 
makes it easier to complete government reports that are required each 


This amount was 
carried forward from the 
previous quarter’s record. 


EMPLOYEE'S EARNINGS RECORD FOR QUARTER ENDING _Yune 30, 20--_ a 







































5/05/--| 229 50] 22950] 1423] 3/33) 2600 4 59 3 20)'°) 15,00} 6635} 163/15} 2,648/03 | 
e |5/12/--| 162 00} 162 00| 1004 2135] 17/00 324 3/20 35/83} 126/17 2,810 03 | 
5/19/--| 256 50 15 90 3172] 31/00 5/13 3/20 58 95 | 19755 55} 3,066/53 § 


5/26/--| 27000 1800| 421] 3700|/ 581] 3 O 3,356 78 
6/02/--| 204 19 20419] 1266] 296) 2300] 408| 320|®1500| 60 = 143 7. 3,560/97 | 
10 6/09/--| 212/63] 21263] 1318] 308| 25/00] 425] 320 ‘| | 4871| 16392] 3,773.60. 
11 |6/16/--|_ 189 00 1 189.00] 1172 274 2000 3 78) 320| | 4144) 147/56] 3,96260| 
12 |6/23/--|_216/00 | 216.00) 13, 39| 3113) 25/00) 432 320] | 4904) 16696] 4,178.60) 


13 [6/30/--| 243 00 243 00| 15/07| 352) 29 00| 4 86 320/1500) 7065] 17235) 4,421 60 


QUARTERLY 12,880 58} 50 63|2,931 21| 18173] 4251) 34200} 5863) 4160} 60 00|726 47|2,204 74 


Other Deductions: B—U.S. Savings Bonds; C—Credit Union; UD—Union Dues; UW—United Way 


n 





Kardos Emily M EMPLOYEENO. 11 maRITAL status _S_ aLLowances_0 

Last Name First Initial 

809 East Main Street position Delivery Driver — Oo , 
Address 

Sacramento, CA 94230 © RATEoFPAY_ 6.75 SOC. SEC.NO. __201-46-8319 
PAY PERIOD EARNINGS DEDUCTIONS ee A ARNINGS 
NO | ENDED | REGULAR [OVERTIME] TOTAL ee e A ai ee | OTHER | TOTAL sà 1,490 39 - 

1 |4/07/--| 199 13 199 13 1 191 35} 2 89} 2200 3 98 3 20/8) 15 00 59 42 139 71 1,689 52 | 

2 4/14/--| 205 88 205 88} 12 76 299} 2300 4,12 3 20 4607); 159/81) 1,895 40. 

3 |4/21/--| 27000} 3038] 30038) 1862 436) 3800 6 01 2,195 78 3 

4 14/28/--| 222 75 a so 13 81 3 23} 2600 4 46 2,418/53 : 



































































Figure 12-7 Employee’s Earnings Record This amountwill be 
carried forward to the 
next quarter’s record. 
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quarter. At the end of a quarter, the amount 
columns on each employee’s earnings record are 
totaled. The final amount in the Accumulated 
Earnings column is carried forward to the top of 
the employee’s earnings record for the next 





quarter, (refer to Figure 12-7). 


As you can see from this chapter, pre- va SCS 
paring payroll is time consuming and © fed tells) ladidudi) (sclectcalss) titan) FITTI 


ale eee ey! A Rea ca 
aa sita ma «da \ O 






detail oriented. A mistake that is not 






promptly detected and corrected can 
mean hours of rework. To reduce simple 
mathematical errors and to improve productivity, many businesses use com- | 
puters and special software to prepare payroll. In a computerized system, the 
computer: 


e performs all the payroll calculations 

e prepares and prints the payroll register 

e prints the payroll checks and stubs 

¢ maintains the employee's earnings records 


Managerial Implications for Payroll Accounting 


Payroll procedures and records must comply with state, federal, and local 
laws. Withholding amounts must be accurately computed and care should 
be taken that necessary reports are prepared on time. 

Wages and salaries form a large part of the expenses of a business. Thus, 
an adequate set of payroll records is essential as an aid to management in 
controlling expenses. These records help pinpoint the labor cost for each 
area of the business by showing management exactly what amounts have 
been spent. These records also indicate how much of the amount spent was 
for overtime. Although overtime is fully justified in many cases, it may also 
be a sign of inefficiency. Large or frequent expenditures for overtime should 
therefore be investigated by management. To prevent errors or fraud, man- 
agement should make sure that the payroll records are audited carefully and 
that payroll procedures are evaluated periodically. 


A MATTER OF ETHICS 


Payroll Information Ethical Decision Making: 


« ical j ? 
Payroll clerks have access to some very personal What are the ethical issues: 


information about employees, such as rate of pay What are the alternatives? 


and marital status. Imagine that you're the pay- 
roll clerk for a clothing store like The Gap. Your 
friend Janet, who also works at the store, is inter- How do the alternatives affect 
ested in one of the sales clerks. She wants you to the parties? 

find out how much money he makes and also if 
he’s married. 


Who are the affected parties? 


What would you do? 
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SECTION 3 Check Your Understanding 





Thinking Critically 
1. Describe the direct deposit process. 
2. What is the difference between a payroll register and an emplovyee's earnings record? 





-Analyzing Accounting 

While reviewing payroll records from the past three years for Sports Junction, an athletic 
supply store, you notice that the increasing payroll cost could be holding down overall com- 
pany profits. Review the graph comparing the cost of payroll with the revenue realized. Make 
a recommendation to the management of Sports Junction about the salary levels. Do you 
recommend downsizing to increase profit? 











250,000 


200,000 sn se Revenue 
sesta Payroll 


150,000 












o i x te ——_ cp Cn è 


e \ 


Dollars 
jo 
* 


100,000 


50,000 







‘e's re È n er 
‘ een _— cpr e si 4 


(eo 9 


Problem 12-4 Preparing a 
Payroll Check 


Use the information on the payroll register for 
Heather’s Dance School and the form in the working 
papers to prepare a payroll check for Janice Burns for 
the week ending March 23, 20—. 





PAYROLL REGISTER 











PAY PERIOD ENDING March 23 20 — DATE OF PAYMENT March 23, 20-- 
DEDUCTIONS | NET |cK] 
NAME n [506 sec CARE] FED, STATE Os A ton | PAY [NOI 
18 |Burns, Janice S 5 40| 20 79| 486] 3500| 671] 410] — | 71/46| 263(94|79]; 


4 Ss cd 
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11. 


. A payroll register, prepared for each pay period, summarizes the payroll information for all 


. Gross pay is the amount that an employee earns before deductions. 
10. 






HVT PATE 


KEY CONCEPTS 





Federal and state laws require employers to keep accurate records of all payroll information. Most 
employers have a payroll system to ensure that employees are paid on time and that their payroll 
checks and payroll records are accurate. 

Gross earnings may be calculated by various methods including: 

e salary, 

e hourly wage, 

e commission, 

e overtime pay, or 

* a combination of these methods. 

Some employees who work more than 40 hours in a week are paid overtime. Usually the 
overtime rate is 1'4 times the regular rate of pay. 


Regular Overtime 
Hourly Rate Hourly Rate 
$8.20 * 15 = $12.30 
Some deductions from gross earnings are required by law. Other deductions are voluntary. 
Deductions Required Voluntary 
By Law Deductions 

federal income tax union dues 

social security tax insurance payments 

medicare tax 401(k) plans 

city and state tax charitable contributions 


other retirement-related contributions 
Form W-4 is used to determine federal income tax withholding. 
Payroll Deductions 
e Federal income tax withholding is determined by tables. 
¢ Social security tax rate is 6.2% (.062) of gross earnings. 
e Medicare tax rate is 1.45% (.0145) of gross earnings. 
e State income tax is determined by each state. 
e Voluntary deductions are agreed to by employer and employees. 


employees. 
The employee’s earnings record contains all of the payroll information, including earnings and 
deductions, for an employee for each period. 


Net pay is the amount of money actually received by an employee. 

Gross Pay — Total Payroll Deductions = Net Pay 

Many businesses use computers to process payroll. In a computerized payroll system, the 
computer is used to perform all the calculations and to prepare and print the payroll register, 
the employee payroll checks and stubs, and the employee’s earnings records. 
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You are the payroll clerk for Wild West Amusement Park. The 
new sales manager for the Western region, Will Klein, called and 


asked you to explain the items on his payroll check, dated January 


31, 20--. He also asked you to explain any, relevant company payroll 
procedures. Use the following key terms in your written 
explanation of his payroll check and the payroll process. Use your 
imagination! 


40 1(k) plan net pay 
accumulated earnings overtime rate 
allowance pay period 
commission payroll 
deduction payroll clerk 
direct deposit payroll register 
electronic badge readers salary 
employee’s earnings record time card 
gross earnings wage 





Understanding Accounting 
Concepts and Procedures 




















Instructions 
On a separate sheet of paper, answer the following questions: 


1. What are the two goals of a payroll system? 


N 


. What five tasks does an effective payroll system perform? 


. What is the difference between a salary and a wage? 


a 


. Why do some businesses pay their employees on a commission basis? 





I 


. List the three federal taxes that businesses are required to withhold from employees’ 
Wages. 
6. List three factors that determine the amount of federal income tax withheld from 
employee earnings each pay period. 
7. Why do all employees complete Form W-4? 


8. Describe the three programs that are financed by the Federal Insurance Contributions 
Act (FICA). 


9, Explain the statement, “The social security tax is an exact tax.” 


10. What are some common voluntary deductions that are withheld from employee 
payroll checks? 
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Case Study... 


Payroll: Financial Planning 

You are employed by Tallman Financial Advisors, 
owned by Marcy Tallman. Parker’s Framing hired 
Tallman to design its payroll system. Parker’s Framing 
will offer group health insurance to its employees 
and a retirement plan that will require contributions 
from both the employer and employees. Marcy has 
assigned the Parker’s Framing payroll project to you. 


Thinking Critically: 

Write a one-page report describing the payroll 
system you would design for Parker’s Framing. 
Include information on: 

e payroll forms 
e how hours worked will be collected 
e payroll deductions 


Conducting an Audit with Alex 


Philip Wagner is paid an hourly rate of $8.20. Last 
week Philip worked 41 hours. He is paid overtime 
$ for all work over 40 hours. The social security tax 
Ne, is 6.2%, the Medicare tax is 1.45%, and the state 
fm income tax is 2'4% of gross earnings. Philip is 
single and claims one allowance. 
Instructions Examine the following check. 


Check all calculations, and create a replace- 
ment check using a separate sheet of paper. 


W Horizons Garden Supply 58 
3 5295 Southwest Parkway 


Cape Coral, Florida 33990 670 


Date August 19 29 -- | 


Pay to the 
Heros 5 291.14 


Order of Philip Wagner 


Two hundred ninety-one and 14400 _ __poiiiars 
State Street Bank 
CAPE CORAL, FLORIDA Angela Armstrong 
NOB ?009K7% 3939 043 GE?" SB 


Employee Pay Statement 
Detach and retain this statement 


Deductions 


Period Social Federal] State 
foie is vip “tn 
ax 


8/19/20--|328.00| 36.90 |364.09| 22.57 | 5.28 





MALI 


REVIEW AND ACTIVITIES 





inter NET 


CONNECTION 


Payroll and Tax Records 

The federal government makes 
available a great deal of information 
related to wages and earnings. 
Do This: 

Use key words from the follow- 
ing questions to search the Internet 
for payroll-related statistics. 

















1. What is the current minimum 
hourly wage? 


N 


. What are the annual earnings for 
a full-time employee who earns 
the minimum wage? 

3. What is the average hourly wage 

in the United States? 

4. What are the average annual 

earnings in the United States? 

5. How many people are employed 

in the United States? 


Workplace Skills 


Integrity 

Employees who demonstrate integrity are 
persons who can make ethical decisions. Employ- 
ers expect you to have integrity on the job. Your 
ability to make decisions that uphold your 
company’s codes, operating standards, and 
practices will indicate that you have integrity. 


On the Job: 

As a payroll clerk for the Fun ‘n Games 
Amusement Park, you have access to confidential 
payroll information about all park employees. 
Your friend and co-worker, Mark Arnold, asked 
you to divulge payroll information about his 
associate, Melissa Porter. Melissa and Mark have 
the same job title. Melissa just received a pay 
raise. Mark did not. 


Thinking Critically: 
How do you respond to Mark’s request? Write 
a few sentences explaining your response. 
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Preparing the Payroll 


Making the Transition from a Manual to a Computerized System 


In a Computerized System 


Enter and maintain 1. Calculate employee gross earnings . Set up information related to 
employee information; based on time cards or salary employee earnings and deductions 
process payroll. information. in employees’ records. 
. Calculate required and voluntary . Based on rate, deduction, and 
deductions for each employee. withholding information for each 
3. Complete the payroll register. employee, the software automatically 
. Prepare payroll checks. calculates gross earnings and 
. Update employee earnings records. deductions. 
>. Prepare journal entries. 3. The payroll checks, journal entries, 
. Post journal entries to the general and ledger postings are 
ledger. 








Peachtree Question Description 






How do I set up payroll . Standard or default information for each employee can be entered and 
information for employees in maintained by using the Maintain menu. 

Peachtree? 2. Click on Employees/Sales Reps. 

3. Enter employee names, addresses, deductions, tax rates, rates of pay, 
and filing status. 

















. Select Payroll Entry from the Tasks menu. 

2. Select the employee(s) to be paid. 

3. Verify the pay amounts that are automatically entered for you. (These 
amounts are pulled from employee records stored in the system.) 

. Click Post. 

. To print payroll checks, click on Edit and select checks to print. 

. Click Print. 


How do I process a payroll? 









DO a 
















What does the software do 
“behind the scenes?” 


Gross pay, taxes, and other deductions are calculated automatically. 
e Journal entries are prepared and posted automatically. 
Earnings and deductions are posted to employee earnings records. 





detailed instructions: See the Peachtree User Guide in your Glencoe Working Papers. 
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APPLICATION OPTIONS 






















Problem 12-5 Calculating 
Gross Pay 


Wilderness Rentals pays employees either 


ae 
aE 
fino 


Fi 


an hourly wage or a salary plus commission 
based on rental revenue. Hourly wage 
employees can earn overtime. The overtime 
rate is 1% times the regular hourly rate of pay 


for hours worked over 40 in a week. 
or 


Instructions For each of the following 
employees, determine the total gross pay for 
the pay period. 


John Gilmartin 
e Earns an hourly wage of $6.80. 
¢ Worked 43 hours this week. 





Arlene Stone 

¢ Receives a salary of $250 per week plus a 3% commission 
on rental revenue. 

e Had rental revenue of $760 this week. 


Tom Driscoll 
e Earns an hourly wage of $7.35. 
e Worked 39 hours this week. 


Ann Ryan 
e Receives a salary of $185 per week plus 3% commission. 
e Had rental revenue of $1,235 this week. 1 


Analyze: Which employee had the smallest gross pay for the week? 


2 
ea | i ° 3 
. Sereacichex: Problem 12-6 Preparing a Payroll 
‘PROBLEM e 
Register 
Hot Suds Car Wash has four employees. They are paid on a weekly basis 
with overtime paid for all hours worked over 40 in a week. The overtime rate 
is 1% times the regular rate of pay. The payroll information follows. 
5 
Employee Employee Rate per Marital Allowances Union 
Number Hour Status Member 6 
James Dumser 108 $6.40 Single 0 No 
Gail Job 112 $7.22 Married 1 Yes 
James Liptak 102 $6.70 Married 2 Yes 
Bruce Stern 109 $7.80 Single 1 Yes 8 


During the week ending October 9, Dumser worked 39 hours, Job 
worked 41 hours, and Liptak and Stern each worked 36 hours. 
Continued @ 
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ID 


Complete chapter 
problems one of four 
ways: 


J 
Z 


Manual Working 
Papers in your 
Glencoe Workbook 


Peachtree for 
Windows Software 





Giencoe 
Integrated 
Accounting 
Software 

(Refer to software 
instructions) 
(Problem 12-8) 


Spreadsheet 
Templates 
(Problem 12-6) 


UT PEACHTREE 


SMART GUIDE 





Step-by-Step Instructions: 
Problem 12-5 


. Select the problem set 


for Wilderness Rentals 
(Prob. 12-5). 


. Rename the company 


and set the system date. 


. Enter John Gilmartin's 


regular and overtime pay 
rates using the 
Employees/Sales Reps 
option. 


. Calculate the employees’ 


gross pay using the 
Payroll Entry option. 


. Print a Payroll Register 


report. 


. Proof your work and 


make any needed 
corrections. 


. Answer the Analyze 


question. 


. End the session. 
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. Select the spreadsheet 
template for Problem 
12-6. i 

. Enter your name and 
the date in the spaces 
provided on the 
template. 

. Complete the spread- 
sheet using the 
instructions in your 
working papers. 

. Print the spreadsheet 
and proof your work. 

. Save your work and exit 
the spreadsheet program. 


° ADSHEET 
Se ieee) 3 


Step-by-Step Instructions: 
Problem 12-6 





Instructions On the forms provided in your working papers: 

1. Prepare a payroll register for the week ending October 9. The date of 
payment is also October 9. List employees in alphabetical order by last 
name. Use the tables on page 295 to determine the federal income tax 
withholding. The rate for the state income tax is 2%. Compute social 
security tax at 6.2% and Medicare tax at 1.45%. Union members pay 
weekly dues of $4.50. Both Gail Job and Bruce Stern had $6.75 deducted 
for health and hospital insurance. 

. Total the amount columns. Subtract total deductions from total earnings. 
Does the result equal the sum of the Net Pay column? If not, find and 
correct any error(s) on the payroll register. 


Analyze: Which employee had the greatest amount withheld for federal 
income tax for the week? 





Problem 12-7 Preparing Payroll Checks and 
Employee’s Earnings Records 


The payroll register for Kits & Pups Grooming is presented below and 
also appears in your working papers. 


































PAYROLL REGISTER 

PAY PERIOD ENDING October 16 20. DATE OF PAYMENT October 16, 20-- 

E wie «|3| 22 ue EARNINGS DEDUCTIONS 

a ols => 

23 i = Po REGULAR OVERTIME TOTAL SOG SEG MECICARE Me 
1 | 162 | Hurd, Mildred S|0| 38|7.60| 288,80 288 80 17/91 4/19] 35/00 
2 | 157 | Montego, José S|1| 39 | 7.90] 308) 10 308/10| 1910] 4/47] 30/00 
3 | 151 | Pilly, Amanda M|2|36|8.10| 29160| | 291160] 18108] 423 10/00 | 7/29] 
4 | 163 | Steams, Margaret S/O} 41 | 7.60} 304,00} 11/40] 315/40 1955 4|57 40 00 | 
od Lt] | 

7 =" t 
| TOTALS |1,192/50 11 nen 90| 74|64| 17|46|115/00| 30|10 12170 ®10|00 259/90 























Other Deductions: Write the appropriate code letter to the left of the amount: B-U.S. Savings Bonds; C-Credit Union: UD-Union Dues; UW-United Way. 
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Step-by-Step Instructions: 
Problem 12-7 





1. 


5. 


310 


Select the problem set 
for Kits & Pups Grooming 
(Prob. 12-7). 


. Rename the company 


and set the system date. 


. Print payroll checks using 


the Payroll Entry option. 


. Print a Payroll Register 


report and a Current 
Earnings report. 
End the session. 
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Instructions On the forms in your working papers: 

1. Prepare a payroll check and stub for each employee. Where would you 
record the check numbers in the payroll register? 

2. Record the payroll information in the employee's earnings records for 
Jose Montego and Amanda Pilly. 


Analyze: What was the net pay for José Montego for this week? 





Problem 12-8 Preparing the Payroll 


Outback Guide Service has six employees and pays each week. Hourly 
employees are paid overtime for all hours worked over 40 in a week. The 
overtime rate is 1'4 times the regular rate of pay. Outback pays its employees 





by hourly rate, salary, or salary plus a 5% commission on total sales. 


Problems 






RIA IPA 


Method of Computing Earnings 


7A 
J) PEACHTREE 





Employee 
Cummings, Ca 
Dame, Ted 
Lengyel, Tom 
Robinson, Jean 


Hourly Wage 


rol 


Usdavin, James 


Wong, Kim 


Employee deductions include federal income taxes (use the tables on 
page 295), FICA taxes at 6.2% for social security and 1.45% for Medicare, 
state income taxes of 1.5%, and hospital insur- 
ance premiums of $5.43 for single employees 
and $9.37 for married employees. Also, Kim 
Wong and Tom Lengyel have $10.00 withheld 
each week to purchase U.S. savings bonds. 

During the pay period ending October 16, 
the sales were: Tom Lengyel $1,204.76, Jean 
Robinson $1,925.80, and Kim Wong $2,135.65. 


$6.95 


$6.65 


Salary 


$27( 


).00 


Salary Plus | SMART GUIDE 


Commission 


$160.00 plus 5% 
$140.00 plus 5% 


$140.00 plus 5% 





The hourly employees filled in the following time cards. 














Step-by-Step Instructions: 
Problem 12-8 


1. Select the problem set 
for Outback Guide 
Service (Prob. 12-8). 

2. Rename the company 
and set the system date. 

3. Record the payroll and 
print a check for each 
employee using the 
Payroll Entry option. 

4. Print a Payroll Register 
report and a Current 
Earnings report. 

5. Proof your work and 
make any needed 
corrections. 

6. Answer the Analyze 
question. 

7. End the session. 

TIP: Use the Windows 
calculator accessory if you 
need to make a calculation 
(e.g., commission) 






























































































































































No. 73 
NAME Ted Dame 
soc. sec.NO. _ 093-48-7423 No. 920 
WEEK ENDING _ 10/16/20-- NAME James Usdavin 
; SOC.SEC.NO. _087-46-3875 
DAY IN OUT | IN OUT IN OUT WEEK ENDING 10/16/20-- 
M | 8:58/12:03)12:55) 5:09 
T 8:55|11:55| 1:00| 4:00 DAY IN OUT IN OUT IN OUT TOTAL 
W | 9:30/12:10, 1:04) 3:30 eee 
Th | 8:57/12:03/12:59] 6:00 T | 7:58/11:0112:03) 6:38 
F | 8:58|12:00| 1:00) 6:05 W | 9:03) 1:10) 2:00) 6:00 
S | 9:00/12:00 Th | 7:59/11:55| 1:10) 4:51 
Ss F 9:01/12:06 1:05] 3:47 
tota. Hours _S_| 9:00|12:03 
HOURS RATE a 
REGULAR TOTAL HOURS 
OVERTIME HOURS RATE AMOUNT 
TOTAL EARNINGS REGULAR 
OVERTIME 
SERIE BAT TOTAL EARNINGS 
SIGNATURE DATE 
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CHAPTER (2 PROBLEMS 





Nh Instructions On the forms in your working papers: 
III 1. Complete the time cards to the nearest quarter hour. 

2. Prepare a payroll register for the week ending October 16. The date of pay- 
ment is also October 16. Each employee’s number, marital status, and num- 
ber of allowances claimed are listed on her or his employee’s earnings record. 

| 3. Prepare a payroll check and stub for each employee. 

4. Record the payroll information for each employee on her or his 
employee’s earnings record. 


Analyze: What is the total amount deducted from employees’ gross pay 
for FICA taxes (social security and Medicare)? 










PEACHTREE 
SMART GUIDE 
Step-by-Step Instructions: 
Problem 12-9 

1. Select the problem 





Problem 12-9 Preparing the Payroll Register 

Showbiz Video has six employees who are paid weekly. The hourly 
employees are paid overtime for hours worked over 40 in a week, at a rate 
1% times their regular rate of pay. Employee information follows: 





set for Showbiz Video Employee Employee Number = Marital Status = Allowances 
ErOD. 2): Mary Arcompora 105 Married 2 

2. Rename the company ss oat ak. ee i 
and set the system date. Barbara Fox 137 Married 1 

3. Record the payroll for John French 135 Single 1 
each employee. Chris German 141 Married 4 

4. Print a Payroll Register David Ifkovic 139 Single 0 
terete Susan Tilbert 129 Married I 





5. Proof your work and 


oe Mary Arcompora, the store manager, 


corrections. i o 
6. Answer the Analyze is paid a salary of $300.00 per week plus No. 141. 
question. _ 1% of all rental sales. Barbara Fox and BiveE ._ She Seinen 
7. End the session. SOC SEC NO. 449-42-6721 


John French, salespeople, are paid a salary ,veEKENDING October 23, 20-- 
oay| wn [our | mw | our | w | our || tora 


sion on all rentals from the “Oldies but M | 8:0512:03, 1:00, 5:05 
Goodies” section. Chris German and T_ 8:00/12:05) 1:10 5:00| 
David Ifkovic, office workers, are paidan _™ | 9:05/12:05] 1:15) 6:05] 
Th | 8:30/11:55| 1:15) 6:00 
F | 8:00 12:00 1:00, 615 


of $200.00 per week plus a 6% commis- 








hourly wage of $7.25. Susan Tilbert, a 


stock person, is paid $6.40 per hour. 











| | The payroll deductions include s | A 

federal income tax, social security tax Of ToraLHoUaS | 
6.2%, Medicare tax of 1.45%, and state 7 a Hours | RATE AMOUNT 
income tax of 1.8%. Chris German and : REGULAR | 


— salda — 


Susan Tilbert have $12.50 deducted each VEIN 


c . . i TOTAL EARNINGS 
week for hospital insurance. 


During the week ending October 23, 
“Oldies but Goodies” rentals were $484.90 for Barbara Fox and $641.70 for 
John French. Total rental revenue for the week was $3,917.30. 
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Rasa 





Instructions 
o. 139 

Prepare a payroll name David Ifkovic 

; : ; . -24-442 129 
register in yout SOC.SEC.NO. 461 4422 NO 

È î WEEK ENDING October 23, 20-- NAME Susan Tilbert 
working papers for soc. sec. NO. 401-32-0977 
DAY IN OUT IN OUT IN OUT 

D sek e ino I . | | I WEEK ENDING October 23, 20-- 
the week ending | 8:0012:08| 1:00 5:00 | | 
October 23. Use the T | 8:10112:00 1:00) 5:05 DAY) IN | OUT IN OUT IN_| OUT || TOTAL 


| 8:05|12:00) 1:00) 5:00) 
T | 8:1012:00 1:15 5:00 
w | 8:3012:00 1:00 6:00 


w | 8:05/12:30) 1:30) 5:00 
Th | 8:0012:00) 1:00) 5:10 
F | 8:0512:05 1:05) 3:30 


federal income tax 
tables provided in 


the chapter. s | ™ | 9:0012:00 12:45) 5:00 
| | F | 9:0011:50 
Analyze: What TOTAL HOURS S | 
is the total net pay a 
of all employees for sini. | TOTAL HOURS 
5 cost] | È T T 
the pay period? OVERTIME | | | HOURS | RATE | AMOUNT 
TOTAL EARNINGS | REGUESR | 
OVERTIME 
A - ae TOTAL EARNINGS 
SIGNATURE DATE 





SOURCE DOCUMENT 
PROBLEM 


Problem 12-10 Calculating 
Gross Earnings 


Job Connect has 7 employees, all of whom are paid weekly. For hourly 
wage employees, overtime is paid at 1% times the regular rate of pay for 
hours worked over 40 in a week. 

Barbara Miller, the office manager, is paid a salary of $375.00 per week 
plus a bonus of 3% of all revenue over $6,000 per week. Lynn Austin, an office 
assistant, is paid a salary of $250.00 per week plus 5% of all telephone sales 
made in the office. Charlene Womack, the office secretary, is paid a salary of 
$230.00 per week. Susan Dilloway and Doris Franco, placement workers, are 
paid an hourly wage of $8.95. Pam Darrah is also a placement worker but is 
paid a commission of $35.00 for every job placement that she completes. 
David Facini, a part-time maintenance worker, is paid $6.75 per hour. 

For the week ending October 23, the office recorded the following 
payroll information. 

e Total office sales for the week were $8,420.00. 

e Susan Dilloway worked a total of 38% hours. 

e Doris Franco worked a total of 414 hours. 
Phone sales for the week were $1,375.00. 


® 
e Pam Darrah made seven job placements. 
e David Facini worked a total of 23 hours. 


Instructions Using the form provided in your working papers, calculate 
the gross earnings for the workers at Job Connect for the week ending 
October 23. 


Analyze: Who had the largest gross earnings? 
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Step-by-Step Instructions: 
Problem 12-10 


1. Select the problem 
set for Job Connect 
(Prob. 12-10). 

2. Rename the company 
and set the system date. 

3. Calculate the employees’ 
gross pay using the 
Payroll Entry option. 

4. Print a Payroll Register 
report. 

5. Proof your work. 

6. Answer the Analyze 
question. 

7. End the session. 


SOURCE DOCUMENT 
PROBLEM 





Problem 12-10 


Use the source docu- 
ments in your working 
papers to record the 
transactions for this 
problem. 
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Learning Objectives 


Wh h leted thi O È 
en you have completed this i Exploring the Real World of Business 


chapter, you will be able to: 





> Record payroll information in the EVALUATING PAYROLL COSTS 


general journal. 











Back in the early ‘70s, Richard Foos sold used records from the 
trunk of his car. Eventually, Richard sold so many records that he 
opened up a store. He hired a store manager, and together they 
turned the business into one of the hippest record stores in Los 
Angeles. Thus, Rhino Records was born. Soon after, the owner 
created his own record label. 

Rhino Records’ issues of Billboard Top Hits include ‘50s 
and ‘60s rhythm and blues and pop-rock, ‘70s and ‘80s disco, hip- 
hop, show tunes, and television theme songs. The company does 
more than just earn money. Its mission is to “put out great stuff, 
have some fun, make some money, learn from each other, and 
make a difference where we can.” The company donates money 
to charitable causes and encourages employees to volunteer for 
community programs by allowing them time off during work hours 
to do so. 


> Describe and calculate the 
employer's payroll taxes. 













Record the employer's payroll 
taxes in the general journal. 


” Record the payment of tax 
liabilities in the general journal. 






» Define the accounting terms 
introduced in this chapter. 















What do you think? 
How do you think Rhino Records’ commitment to social 
responsibility affects its payroll costs? 
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Almost everyone must pay taxes. 
You learned about the taxes you 
—, Pay on your earnings in the last . 
chapter. Your employer also pays taxes on 
what you and other employees earn. That 
money must then be paid to the appropriate 
government agency within a certain amount of 
time. You'll learn about the employer’s payroll 
taxes in this chapter. 

















Pires 


. Do you receive your paycheck in person, 
in the mail, or by direct deposit? 

. What do you imagine would happen if 
the accounting department failed to pay 
the taxes collected to the appropriate 
government agencies? 
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E 
What You'll Learn 


* How to compute the 
business payroll 
deductions. 

e Howto record the 
payroll entry in the 
general journal. 


Why It's Important 


Payroll deductions are 
liabilities of the business. It 
is essential that payroll 
deductions are journalized 
and posted in a timely 
manner. 


Salaries Expense 








CI n I 


Journalizing and Posting 
the Payroll 


Employees, ranging from design engineers at Ford Motor Company 
to the waitresses at a neighborhood coffee shop, expect their payroll 
checks to arrive on time and to be accurate. You have learned that vari- 
ous amounts are withheld from employees’ earnings for taxes and other 
voluntary deductions. Once the payroll register is complete, the payroll 
entry is journalized and the amounts are posted to the general ledger. 


Journalizing and 
Posting the Payroll 


After the payroll is prepared, a 
check is written to transfer the total 
net pay amount from the regular 
checking account of a business to 





the payroll checking account. The 
check is deposited in the payroll account, and all payroll checks for the 
period are written on the payroll account. The next step is to record the 
payroll in the accounting records. 


Analyzing the Payroll Transaction 


Let's analyze the effect of payroll on the employer’s accounting sys- 
tem. Each pay period, the business pays out a certain amount of money 
to its employees in the form of wages and salaries. Employee earnings 
are a normal operating expense of a business. The expense account often 





used to record employees’ earnings is called Salaries Expense . To in- 
crease the amount in Salaries Expense, the account is debited for the 
gross earnings for the pay period. 

Various deductions, such as income and FICA taxes, are withheld 
from gross earnings each pay period. The employer retains the amounts 
withheld until it is time to pay the appropriate government agencies and 
businesses. The amounts withheld but not yet paid are liabilities of the 
business. Remember, a liability is an amount owed by a business. 

Each type of payroll liability is recorded in a separate account. 


Type of Deduction Ledger Account 
Federal income tax Employees’ Federal 
Income Tax Payable 
Medicare tax Medicare Tax Payable 
Hospital insurance premiums Hospital Insurance 


Premiums Payable 
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Depending on the business, it is possible that several different types ol 
deductions are recorded in the Other Deductions column of the payroll reg- 


ister. If so, the total for each type ot deduction is credited to the appropri- Teen Spending 
ate liability account. Refer to the Roadrunner Delivery Service payroll register Teens number over 
shown in Figure 12-5 on page 299. To accommodate the deductions that 25 million today and 
may appear in the Other Deductions column, Roadrunner’s ledger includes: spend an average of $3,000 
a year. With the additional 
e U.S. Savings Bonds Payable, money their parents spend 
¢ Credit Union Payable, on them, teens influence 
¢ Union Dues Payable, and over $200 billion in spending 


e United Way Payable. each year. 





The credit part of the payroll journal entry is made up of several items. 
The largest item is for net pay. Net pay is the amount actually paid out in cash 
by the employer to the employees. Cash in Bank is credited for total net 
pay. 

The difference between gross earnings and net pay equals the employer's 
payroll liabilities. Each payroll liability account is separately credited for the 
total amount shown on the payroll register. 


Roadrunner's payroll register in Figure 12-5 on page 299 is the source document for the payroll 





journal entry. 


ANALYSIS identify 1. The accounts Salaries Expense, Employees’ Federal Income Tax 
Payable, Employees’ State Income Tax Payable, Social Security Tax | 
Payable, Medicare Tax Payable, Hospital Insurance Premiums 
Payable, U.S. Savings Bonds Payable, and Cash in Bank are affected. 
Classify 2. Salaries Expense is an expense account. Employees' Federal Income 
Tax Payable, Employees' State Income Tax Payable, Social Security 
Tax Payable, Medicare Tax Payable, Hospital Insurance Premiums 
Payable, and U.S. Savings Bonds Payable are liability accounts. Cash 
in Bank is an asset account. 
+/- 3. Salaries Expense is increased by $1,350.25; Employees’ Federal 
Income Tax Payable is increased by $100.00; Employees’ State 
Income Tax Payable is increased by $27.01; Social Security Tax 
Payable is increased by $83.73; Medicare Tax Payable is increased by 
$19.57; Hospital Insurance Premiums Payable is increased by $23.65; 
U.S. Savings Bonds Payable is increased by $25.00; Cash in Bank is 
decreased by $1,071.29 


n’__6\11(@#1211122 


DEBIT-CREDIT RULE 4. Increases in expense accounts are recorded as debits. Debit Salaries 

Expense for $1,350.25. 
5. Decreases in asset accounts are recorded as credits. Credit Cash in 

Bank for $1,071.29. Increases in liability accounts are recorded as 
credits. Credit Employees’ Federal Income Tax Payable for $100; 
Employees’ State Income Tax Payable for $27.01; Social Security 
Tax Payable for $83.73; Medicare Tax Payable for $19.57; Hospital 
Insurance Premiums Payable for $23.65; U.S. Savings Bonds Payable 
for $25.00. 
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Employees’ Federal Income 



































| gf J Treo 
| T ACCOUNTS 6. Salaries Expense Tax Payable 
| Debit Credit Debit Credit 
| + _ = + 
1,350.25 100.00 
Employees’ State Income 
Tax Payable Social Security Tax Payable 
| 
Debit | Credit Debit Credit 
- + - + 
27.01 83.73 
| Hospital Insurance 
Medicare Tax Payable Premiums Payable 
Debit | Credit Debit Credit 
~ + = + 
19.57 23.65 
U.S. Savings Bonds Payable Cash in Bank 
Debit Credit Debit Credit 
| 25.00 1,071.29 
| JOURNAL ENTRY L GENERAL JOURNAL pace __29 
DATE DESCRIPTION Roo DEBIT CREDIT 
1 20-- 1 
2 June 30 Salaries Expense 1 2 
3 Emplys’ Fed. Inc. Tax Pay. 3 
4 Emplys’ State Inc. Tax Pay. 4 
5 Social Sec. Tax Pay. 5 
6 Medicare Tax Pay. 6 
7 Hosp. Ins. Premiums Pay. 7 
8 U.S. Savings Bonds Pay. 8 
9 Cash in Bank 9 
10 Pay. Reg. 6/30—Ck 186 








The payroll expense is $1,350.25. The employees receive $1,071.29 in 
cash (net pay). Later the business will pay the federal government $203.30 
($100.00 federal income tax, $83.73 social security tax, and $19.57 Medicare 
tax). The business will also pay the state $27.01 for state income tax. A check 
for $23.65 will be written to the insurance company for hospital insurance 
premiums. Finally, a check for $25 will be sent to the federal government to 
purchase savings bonds. 

In the next section, you will learn about the payroll tax liabilities of the 
employer and how those liabilities are calculated and recorded. 
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Posting the Payroll Entry to the General Ledger 


Figure 13-1 shows the general journal entry and the individual ledger 
accounts after posting. 














The Payroll Entry 

Gross Pay 
Amount debited to 
Salaries Expense 

















GENERAL JOURNAL PAGE 29 Net pay 
a Amount credited to 
DATE DESCRIPTION AEF DEBIT CREDIT Gash. in Bank 
1), 20-- iu : Payroll deductions 
2 June 30 eis em S14 1|3'5|0|25 A - 2 Amounts credited 
3 mployees’ Fed. Inc. Tax Pay. — 210 |_] 0. 3 ie Various Mability 
4 Employees’ State Inc. Tax Pay. 215 |_| (217|01, 4 ° 
, : accounts 
5 Social Security Tax Pay. 220 |_| 813 |73 || 5 
6 Medicare Tax Pay. 225 |_| |1j9|57|| 6 
rAll Hosp. Ins. Premiums Pay. 230 | | 1213 |65 || 7 
8 U.S. Savings Bonds Pay. 235 |_| |2|5|00 || 8 
9 Cash in Bank 101 bel 1|0\7|1|29 || 9 
10 Payroll Reg. 6/30—Ck. 186 | 10 
11 11 
ACCOUNT Salaries Expense o ACCOUNT NO. 5/4 _ 
BALANCE 
DATE DESCRIPTION FST DEBIT CREDIT aan AN pesare 
20-- |_| |_| 
June 23 Balance Vv |_| pk} 34/6 8 3/10 
30 G29, -1|3.5.0|25 Lt 36|0 3 3|35 
ACCOUNT Employees’ Federal Income Tax Payable ACCOUNT NO. 2/0 | 
BALANCE 
DATE DESCRIPTION POST DEBIT CREDIT Sear = i 
20-- | LI LI 4 
June 23 Balance v | | |_| 29318 
30 G29 |_| 10000 | 319/318 
ACCOUNT Employees' State Income Tax Payable -— ACCOUNT NO. 215 
POST BALANCE 
DATE DESCRIPTION "per DEBIT CREDIT conii pene 
20-- |_| 
June 23 Balance v | | | |_| 3/211|12 
30 G29 | '27\01 348 13 


ACCOUNT Social Security Tax Payable 


DATE DESCRIPTION PST DEBIT CREDIT sae 
DEBIT 
20-- 
June 23. Balance v | | |_| 
30 G29 | | 83/73. 


Figure 13-1 Posting the Payroll Entry to the General Ledger 


ACCOUNT NO. 220 __ 


CREDIT 


25035 
33408 


Continued G 
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ACCOUNT Medicare Tax Payable ACCOUNT NO. 225 
POST. BALANCE 
DATE DESCRIPTION ‘REF DEBIT CREDIT Dea drei 
20-- | | | | 
June 23° Balance — | | | | | 58|63 
30 G29 | | | 19/57 78/20 
| | | | | 
ACCOUNT Hospital Insurance Premiums Payable ~ ACCOUNT NO. 220° 
BALANCE 
DATE DESCRIPTION ee DEBIT CREDIT cat na 
20-- le | 
| | | 
June 23 Balance =" | | 4\73 
| 28|38 
| 


30 G29 | 23165 


ACCOUNT U.S. Savings Bonds Payable aa ACCOUNT NO. 235 





POST BALANCE 
DATE DESCRIPTION REF DEBIT CREDIT DEBIT CREDIT 
20-= | | | 
June 23 Balance =—— | | | 7 5\00 
30 G29 | 25100 | 100.00 
| | | 
| | | 
ACCOUNT Cash in Bank | i ACCOUNT NO. J01 | 
POST. BALANCE 
DATE DESCRIPTION REF DEBIT CREDIT DEBIT CREDIT 
20-- | | | 
June 23 Balance = — | | | | 19610 30 
30 G29 | | | 


1|07|1|29 18|539|01 | 
| | 


Figure 13-1 Posting the Payroll Entry to the General Ledger (continued) 


A MATTER OF ETHICS 


Money Shuffling Ethical Decision Making: 


Suppose you’re an accounting clerk at the | © Whatare the ethical issues? 

Cybercafeé and Bookstore, a sole proprietorship. What are the alternatives? 
The business owner has asked you to use the 
money from the employees’ 401(k) withholdings 
to pay off a pressing debt. The owner believes she How do the alternatives affect 
will have the money to replace the employees’ the parties? 
401(k) funds within a couple of months. The 
owner doesn’t think that the employees will lose 
very much by not having their money invested 
during that time. The owner justifies the transfer 
of funds saying, “It’s all out of the same pocket 
anyway.” 


Who are the affected parties? 


What would you do? 
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SECTION I Check Your Understanding 


Now that vou have studied this section, complete the following questions and problems. 





Thinking Critically 


considered liabilities to the employer? 


N 


journal? What accounts are debited and what accounts are credited? 








Computing in the Business World 
You are the payroll clerk for Queen City Motors. As you 
review the payroll records, you notice that two employees 
are nearing the $68,400 limit for social security tax. As com- 
mission-only sales employees, Marcie Laliberte and Kevin 
Hogan have earned $58,000 and $62,000 respectively. 


1. How much more must Marcie and Kevin earn in 
commission to reach the social security tax limit? 


N 


. If Marcie and Kevin are paid 7% commission on each 
sale, how much more in sales must each make to reach 
the social security tax limit? 


1. Why are income and FICA taxes that are withheld from employees’ gross earnings 


. What is the source of information for recording the payroll transaction in the general 








Problem 13-1 Determining Payroll Amounts 

The Sweeplt Cleaning Service reported the following amounts 
for the week ending November 4. The total amount earned by all 
employees is $2,193.40. The amount withheld for federal income 
tax is $263.00. Social security tax is $136.00, and Medicare tax is 
$31.80. Three employees each have $11.25 deducted for hospital 
insurance. The amount withheld for state income tax is $38.70. 


Instructions Answer the following questions concerning the 

November 4 payroll for the SweepIt Cleaning Service. 

1. What amount is recorded in the Salaries Expense account? 

2. What amount is recorded in the Medicare Tax Payable 
account? 

3. What is the total amount of liabilities for the weekly payroll? 

4. What amount is entered in the Hospital Insurance Premiums 
Payable account? 


Ww 


. What amount is recorded as a credit for the Cash in Bank 
account? 


Section 1 Journalizing and Posting the 


Payroll 
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What You'll Learn 


* How to calculate the 


and state unemploy- 
ment taxes. 
* Howto journalize and 


taxes. 


Why It's Important 


In addition to the 
amounts withheld from 


the employer owes taxes 
based on the weekly 
payroll. These taxes are 
liabilities of the business. 





Federal Unemployment 
Tax Act (FUTA) 


Act (SUTA) 
unemployment taxes 
Payroll Tax Expense 











employer's FICA taxes. 
* How to calculate federal 


post employer's payroll 





employees’ payroll checks, 





State Unemployment lax 








— 


Key Points 


| FICA Taxes 


Both employees and 
employers pay FICA 


| taxes using the same 


tax rates. 









In Section 1, you learned how to jour- 
nalize and post the payroll entry. This 
entry, in part, records taxes employees are 
required to pay on their earnings. Your 
local florist, employing designers, delivery 
workers, and sales clerks, must also pay 
taxes on their worker’s earnings. These 
amounts need to be calculated, journalized, 
and posted. 


Computing the 
Employer's Payroll Taxes 


In addition to withholding taxes from employees’ wages, the 
employer pays taxes on these wages. The employer’s taxes, considered 
operating expenses of the business, consist of the employer’s FICA taxes, 
the federal unemployment tax, and the state unemployment tax. 


The Employer's FICA Taxes 


Under the Federal Insurance Contributions Act, both the employee 
and the employer pay FICA taxes. As you recall, the employer withholds 
a percentage of gross earnings for social security and Medicare taxes. In 
addition, the employer pays FICA taxes using the same percentage of 
gross earnings. Recall that the current rates are 6.2% for social security tax 
and 1.45% for Medicare tax. 

[he employer and the employee pay social security tax on gross earn- 
ings up to the maximum taxable limit per employee ($68,400 in 1998). 
[he employer and the employee pay Medicare tax on all gross earnings; 
there is no maximum taxable limit. The payroll clerk checks the accu- 
mulated earnings on each employee’s earnings record to determine if 
that employee has reached the maximum taxable amount. When an em- 
ployee reaches the limit, the social security tax is no longer computed. 

In determining social security tax and Medicare tax for both employee 
and employer, it makes no difference if the employees are full-time, part- 
time, temporary, or permanent. A full-time adult employee and a student 
employed part-time only for the summer are subject to the same taxes. 

At Roadrunner Delivery Service for the week ending June 30, the 
employees’ total social security taxes are $83.73 and total Medicare taxes 


are $19.57. The employer’s taxes on the total gross earnings are $83.72 
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(6.2% of $1,350.25) and $19.58 (1.45% of $1,350.25) respectively. Notice 
that the social security tax for the employees ($83.73) and the employer 
($83.72) do not match. The same situation exists for the Medicare tax. This 
is because the employer's tax is calculated on the total gross earnings 
($1,350.25). The employees’ taxes are calculated on each employee's gross 
earnings and the individual tax amounts are totaled. This may result in small 


differences between the employees’ and employer's taxes. 


Federal and State Unemployment Taxes 


The Federal Unemployment Tax Act (FUTA) and the State Unem- 
ployment Tax Act (SUTA) require employers to pay unemployment taxes. 
Unemployment taxes are based on a percentage of the employees’ gross earn- 
ings. Unemployment taxes are collected to provide funds for workers who 
are temporarily unemployed. 

The employer pays both federal and state 
unemployment taxes. The maximum federal 
unemployment tax is 6.2% on the first $7,000 
of an employee’s annual wages. State unem- 
ployment tax rates and maximum taxable 






amounts vary among states. Employers may 
deduct up to 5.4% of the state unemployment 
taxes from federal unemployment taxes. Most 
employers, therefore, pay a federal tax of .8% 
(6.2%-5.4%) of taxable gross earnings. 

In a few states, employees are also required 
to pay unemployment taxes. The percentage 
amounts vary among these states. 

For Roadrunner, since none of the em- 
ployees has reached the maximum taxable 
amount, the federal unemployment tax for the 
week ended June 30 is $10.80 ($1,350.25 
.8%). The state unemployment tax is $72.91 
($1,350.25 * 5.4%). 


Journalizing the Employer's 
Payroll Taxes 


The employer’s payroll taxes are business expenses recorded in the 
Payroll Tax Expense account. Until paid, the employer's payroll taxes are 
liabilities of the business. 

Use the Social Security Tax Payable and the Medicare Tax Payable ac- 
counts to record both the employees’ and the employer’s FICA taxes. Record 
the employer’s unemployment taxes in the Federal Unemployment Tax 
Payable and State Unemployment Tax Payable accounts. 

In the next business transaction we will analyze the accounts affected 
when an employer pays its payroll taxes. This entry takes place in each 
payroll period. 


Section 2 


È Expericnc và 
Salesporson 
Wanted 














Check Your Work 
If you're a payroll clerk, 
always double-check the 
obvious. The IRS says that 
problems on tax filings most 
often result from obvious 
mistakes like incorrect 
employer identification 
numbers and social security 
numbers, misspelled 
employee names, and 
incorrect addresses. 
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Roadrunner's payroll register in Figure 12-5 on page 299 is the source document for the payroll tax 


journal entry. 


ANALYSIS Identify 1. The accounts Payroll Tax Expense, Social Security Tax Payable, 
Medicare Tax Payable, State Unemployment Tax Payable, and 
Federal Unemployment Tax Payable are affected. 
Classify 2. Payroll Tax Expense is an expense account. Social Security Tax 
| Payable, Medicare Tax Payable, State Unemployment Tax Payable, 
and Federal Unemployment Tax Payable are liability accounts. 
| dg 3. Payroll Tax Expense is increased by $187.01; Social Security Tax 
| Payable is increased by $83.72; Medicare Tax Payable is increased by 
$19.58; State Unemployment Tax Payable is increased by $72.91; 
Federal Unemployment Tax Payable is increased by $10.80. 













| DEBIT-CREDIT RULE 4. Increases in expense accounts are recorded as debits. Debit Payroll Tax 
| Expense for $187.01. 

5. Increases in liability accounts are recorded as credits. Credit Social 
Security Tax Payable for $83.72; Medicare Tax Payable for $19.58; 
State Unemployment Tax Payable for $72.91; Federal Unemployment 
Tax Payable for $10.80. 
























| T ACCOUNTS 6. Payroll Tax Expense Social Security Tax Payable — 
| ~ a oo “E I — 
| Debit Credit Debit Credit 
+ = - + 
| 187.01 83.72 
Medic are Tax Payable State U nemployment Tax Payable 
Debit Credit Debit Credit 
= + 7 + 
19.58 72.91 


Federal Unemployment Tax Payable 
Debit | Credit 
2 | + 
10.80 














JOURNAL ENTRY 7. GENERAL JOURNAL pace _ 30 


POST. 


DATE DESCRIPTION REF DEBIT CREDIT 
1 20-- 
2 June 30. Payroll Tax Expense 
3 Social Security Tax Pay. 
4 Medicare Tax Pay. 
5 State Unemplymnt. Tax Pay. 
6 Fed. Unemplymnt. Tax Pay. 
7 Payroll Reg. 6/30 
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Posting Payroll Taxes to 
the General Ledger 


Figure 13-2 shows the general journal entry and the individual ledger 
accounts after posting the payroll taxes entry. 

Notice that the Social Security Tax Payable and the Medicare Tax 
Payable accounts have two entries for the June 30 payroll. The first entry is 
the amount of taxes withheld from the employees’ earnings. The second entry 
is the amount of taxes paid by the employer. 





ACCOUNT Payroll Tax Expense ACCOUNT NO. _ 520 
| BALANCE 
DATE DESCRIPTION ae DEBIT CREDIT seat Secon 
+ 20-- + 
June 23 Balance. — 4|7 8 4\10 
30 G30 187\01 4\971\11 





ACCOUNT Social Security Tax Payable ACCOUNT NO, 220 _ 


BALANCE 
DATE DESCRIPTION PCS! DEBIT CREDIT Sea cani 
120- | 
June 23 Balance — | 2'5 0135 
30 G29 |_| 83/73 334,08 
(30, G30 | § 372 417 80 


ACCOUNT Medicare Tax Payable _ —_ ACCOUNT NO. 225 


DATE DESCRIPTION PAST DEBIT CREDIT DEE PALE cani 
20 LI 
June 23 Balance — | 58 63 
30 G29 19|57 78 20 
| 30 G30 | 19 58 97 78 





ACCOUNT State Unemployment Tax Payable __ ACCOUNT No. _ 270 


DATE DESCRIPTION i DEBIT CREDIT DEBIT Pei CREDIT 
Bo 
June 23 Balance — 793 41 
30 G30 7291 86 6|32 


ACCOUNT Federal Unemployment Tax Payable ACCOUNT NO. 245 _ 





POST BALANCE 
DATE DESCRIPTION ‘REF DEBIT CREDIT SEER Cain 
20-- 
June 23° Balance — | 11880 
30 G30 10 80 129 60 





Figure 13-2 General Ledger Accounts after Posting the Payroll Taxes Entry 
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SECTION 2 Check Your Understanding . 





Now that you have studied this section, complete the following questions and problems. 





Thinking Critically 
1. What does the Federal Insurance Contributions Act require of employers and employees? 
2. Explain why the emplover's payroll taxes are a liability of the business. 








Communicating Accounting 


As the payroll clerk for Fashion Square Gift Shop, you are to explain the deductions from 
employees’ payroll checks. 








1. Prepare an outline of the items you'll need to discuss. 





| 2. Team up with a classmate and present your list of deductions. Explain each deduction. 


| Problem 13-2 Calculating 
Employer’s Payroll Taxes 


For the week ending June 30, EZ Copy Center’s 
payroll has total gross earnings of $4,836.60. Cal- 


culate the employer’s payroll taxes. Use the fol- _ A 2! 


lowing percentages: 


Social security tax 6.2% 
Medicare tax 1.45% 
Federal unemployment tax 8% 
State unemployment tax 5.4% 





Problem 13-3 Identifying Entries 
for Payroll Liabilities 





The following list includes several payroll-related items used in preparing the weekly 
payroll for Outdoor Adventures. These items are included in either the entry to record the 
payroll or the entry to record the employer’s payroll taxes. 





Employees’ federal income tax Employees’ state income tax 

| Emplover's social security tax Union dues 
U.S. savings bonds Employees’ social security tax 
Employer’s Medicare tax State unemployment tax 
Federal unemployment tax Employees’ Medicare tax 


Instructions Use the form provided in your working papers. Place a check mark in the 
column that describes the entry in which the item is recorded: the entry to record the pay- 
roll, or the entry to record the employer’s payroll taxes. 
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Tax Liability Payments 
and Tax Reports 


After the payroll entries are journalized and posted, the amounts 
owed to government agencies and other institutions (credit unions, char- 
itable organizations, etc.) must be paid in a timely manner. Depending 
on the balance, the payroll liabilities are paid biweekly, monthly, or quar- 
terly. Payroll reports and returns are also prepared and filed. 


Paying the Payroll Tax Liabilities 


At regular intervals, the payroll taxes and the amounts withheld from 
employees are paid by the employer. These items include (1) FICA and 
employees’ federal income taxes, (2) employees’ state income taxes, (3) 
federal and state unemployment taxes, and (4) amounts voluntarily with- 
held from employees’ earnings. 


FICA and Federal Income Taxes 


One payment is made for: 


e social security and 
Medicare taxes 
(both the employees’ 
and the employer’s 
shares), and 

e employees’ federal 
income taxes 
withheld. 





FE DER, BUI ILD IA 


The payment is made aes sE 
at an authorized financial 
institution or a Federal 
Reserve Bank. For most 
small businesses, like Roadrunner, this payment is made monthly. The 
payment is due by the 15th day of the month following the payroll 
month. For example, for the month ending June 30, the payment is due 
by July 15. Larger businesses make the payment every two weeks, or even 
within days of the payroll date. 





For many small businesses, the ral 1 5) (Form 
8109) is prepared and sent with the check. The form identifies the type 
of tax and the tax period. Figure 13-3 shows Form 8109 for Roadrun- 
ner. Notice the ovals on the right side of the form. One oval, 941, is filled 
in to indicate FICA and federal income taxes. Another oval, 2nd Quarter, 


is filled in to indicate the period ending June 30. 
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Î 
What You'll Learn 


* How to pay payroll tax 
liabilities. 

* Which tax reports are 
prepared and filed. 


Why It's Important 


Business owners must 
pay their payroll liabilities 
and file payroll tax reports 
promptly and accurately. 





Federal Tax Deposit 
Coupon | | 
Electronic Federal Tax | 

Payment System | 
(EFTPS) III 
Form 940 | 
Form 941 | 
Form W-2 | | 
Form W-3 HH | 
| 


dd Geese 
_ SACCOUNTING 


Netiquette 


Make considerations 
for foreign browsers who 
visit your Web site. Using 
simple text with few collo- 
quialisms will help accom- 
modate foreign browsers. 























Figure 13-3 Federal Tax a 
Deposit Coupon (Form 
1st 
> 941 94s 
8109) muri» Bole 90876 Pe ante 
990- 1120 no 
Cc Quarter 
EMPLOYER IDENTIFICATION NUMBER — 3178310|412|3/9|8 943 990-T dia 
E JK NAME 
ei ra? MO 
ROADRUNNER DELIVERY SERVICE CT 1042 
155 GATEWAY BLVD. 
SACRAMENTO CA 94230 = a5 


FOR BANK USE IN MICR ENCODING 


Federal Tax Deposit Coupon 


Form 8109 


Larger one e income tax pre o. electronic funds trans- 








fer through the Electroni Payment tem (I . Even- 
tually even small businesses will make payments using EFTPS. 
Business Transaction 

| After recording the June 30 payroll and the employer's payroll taxes, Roadrunner pays its payroll tax 

| liabilities of $908.76, which include employees’ federal income taxes of $393.18 (refer to ledger account in 

| Figure 13-1), social security taxes of $417.80, and Medicare taxes of $97.78 on July 15 (refer to ledger 

| accounts in Figure 13-2). 

| ANALYSIS Identify 1. The accounts Employees’ Federal Income Tax Payable, Social Security 

Tax Payable, Medicare Tax Payable, and Cash in Bank are affected. 
Classify 2. Employees’ Federal Income Tax Payable, Social Security Tax Payable, 


and Medicare Tax Payable are liability accounts. Cash in Bank is an 

| asset account. 

| +/- 3. Employees’ Federal Income Tax Payable is decreased by $393.18; 

| Social Security Tax Payable is decreased by $417.80; Medicare Tax 
Payable is decreased by $97.78; Cash in Bank is decreased by $908.76. 





| DEBIT-CREDIT RULE 4. Decreases in liability accounts are recorded as debits. Debit Employees’ 
Federal Income Tax Payable for $393.18; Social Security Tax Payable 

| for $417.80; Medicare Tax Payable for $97.78. 

| 5. Decreases in asset accounts are recorded as credits. Credit Cash in 














Bank for $908.76. 
T ACCOUNTS 6. Employees’ Federal 
Income Tax Payable Social Security Tax Payable 
Debit Credit Debit | Sc 
7 a | 
393.18 417.80 
Medicare Tax Payable Cashin Bank in Bank 
| Debit Credit Debit | Credit | 
| : — i >; 
| 97.78 | 908.76 | 
È 
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JOURNAL ENTRY 7. GENERAL JOURNAL pace >! 
DATE DESCRIPTION pel DEBIT CREDIT | 
120-- | | 1 
2 July 1S Emplys’ Fed. Inc. Tax Pay. 393 18 
3 Social Security Tax Pay. 41780 | 
4 Medicare Tax Pay. | 97\78 4 | 
5 Cash in Bank | 90876 
6 Check 208 | 
7 
| 
State Income Taxes 
At regular intervals, businesses pav the amounts 


withheld for state income taxes. Each state deter- 
mines how and when the payments are made and 


what reports are filed. 





Roadrunner pays $348.13 to the state. This is the 


amount of state income tax withheld from eiplovees 
earnings, as indicated in the Employees’ State In- 
come Tax Payable account shown in Figure 13-1. | 


ANALYSIS Identify 1. The accounts Employees' State Income Tax Payable and Cash in Bank 
are affected. 
Classify 2. Employees’ State Income Tax Payable is a liability account. Cash in 
Bank is an asset account. 
+/- 3. Employees’ State Income Tax Payable is decreased by $348.13. Cash 





in Bank is decreased by $348.13. 


DEBIT-CREDIT RULE 4. Decreases in liability accounts are recorded as debits. Debit Employees’ 
State Income Tax Payable for $348.13. 


5. Decreases in asset accounts are recorded as credits. Credit Cash in 
Bank for $348.13. 


| 

















T ACCOUNTS 6. Employees’ State 
Income Tax Payable Cash in Bank 
Debit Credit Debit Credit | 
348.13 348.13 
le ea 
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Roadrunner pays $129.60 for FUTA taxes. This is the balance of the Federal Unemployment Tax 
Payable account shown in Figure 13-2. 














JOURNAL ENTRY 7. GENERAL JOURNAL PAGE 32 





POST. 










DATE DESCRIPTION REF DEBIT CREDIT 
1 20-- 
2 July 15 Emplys’ State Inc. Tax Pay. 
3 Cash in Bank 
4 Check 209 


5 














Federal Unemployment Taxes 


Most businesses pay the federal unemployment or FUTA tax quarterly. 
If a business has accumulated federal unemployment taxes of less than $100 
for the year, only one annual payment is necessary. A Federal Tax Deposit 
Coupon (Form 8109), like the one shown in Figure 13-3, is prepared and 
sent with the check. When FUTA taxes are paid, the “940” oval is filled in. 








ANALYSIS Identify 1. The accounts Federal Unemployment Tax Payable and Cash in Bank 
are affected. 
Classify 2. Federal Unemployment Tax Payable is a liability account. Cash in 
Bank is an asset account. 
+/- 3. Federal Unemployment Tax Payable is decreased by $129.60. Cash in 


Bank is decreased by $129.60. 





DEBIT-CREDIT RULE 4. Decreases in liability accounts are recorded as debits. Debit Federal 
Unemployment Tax Payable for $129.60. 
5. Decreases in asset accounts are recorded as credits. Credit Cash in 
Bank for $129.60. 





T ACCOUNTS 6. Federal Unemployment 
Tax Payable Cash in Bank 
Debit Credit Debit Credit 
— + + —_ 
129.60 129.60 


| 


= _ a oa 
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JOURNAL ENTRY 7. GENERAL JOURNAL Page 33 
DATE DESCRIPTION POSI DEBIT CREDIT 
1 20-- | 
2 July 15 Fed. Unemployment Tax Pay. 12960 | | 2 
3 Cash in Bank 1 2960 3 
4 Check 210 | 4 
5 5 





State Unemployment Taxes 


The requirements for paying state unemployment taxes vary from state 
to state. Usually state unemployment taxes are also paid on a quarterly basis. 








Roadrunner pays $866.32 to the state. This is the state unemployment tax liability as shown in the State 
Unemployment Tax Payable account in Figure 13-2. 


ANALYSIS Identify 1. The accounts State Unemployment Tax Payable and Cash in Bank are 
affected. 
Classify 2. State Unemployment Tax Payable is a liability account. Cash in Bank is 
an asset account. 
= 3. State Unemployment Tax Payable is decreased by $866.32. Cash in 


Bank is decreased by $866.32. 


| 
| 
| 
| 
| 
| 
cect 
| 


DEBIT-CREDIT RULE 4. Decreases in liability accounts are recorded as debits. Debit State | 
Unemployment Tax Payable for $866.32. 
5. Decreases in asset accounts are recorded as credits. Credit Cash in | 


Bank for $866.32. | 
T ACCOUNTS 6. State Unemployment | 
Tax Payable Cash in Bank | 
Debit | Credit Debit Credit 
- | + + | = 
866.32 | 866.32 | 
JOURNAL ENTRY 7. GENERAL JOURNAL PAGE 34 _ 


DATE DESCRIPTION REF CREDIT 
1 20-- 


2 July 15 State Unemployment Tax Pay. 
Cash in Bank 
Check 211 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
POST. | 
| 
| 
| 
| 
| 
| 
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ES 


Other Payroll Liabilities 


In addition to the payroll taxes, 
employers pay the appropriate organi- 
zations for all voluntary deductions. For 
Roadrunner, these deductions are for 
insurance premiums and U.S. savings 
bonds. Other types of voluntary deduc- 
tions include union dues, charitable 


contributions, and so on. 





On July 15, Roadrunner pays $28.38 for hospital insurance 
premituns. This is the balance of the Hospital Insurance Premiums 
Payable account shown in Figure 13-1, page 320. 








ANALYSIS Identify 1. The accounts Hospital Insurance Premiums Payable and Cash in 
Bank are affected. 
Classify 2. Hospital Insurance Premiums Payable is a liability account. Cash in 
Bank is an asset account. 
tf 3. Hospital Insurance Premiums Payable is decreased by $28.38. Cash in 


Bank is decreased by $28.38. 


a a ee 


DEBIT-CREDIT RULE 4. Decreases in liability accounts are recorded as debits. Debit Hospital 
insurance Premiums Payable for $28.38. 
5. Decreases in asset accounts are recorded as credits. Credit Cash in 
Bank for $28.38. 














T ACCOUNTS 





Hospital Insurance 





Premiums Payable Cash in Bank 
Debit Credit Debit Credit 
— + + = 
28.38 28.38 











JOURNAL ENTRY di GENERAL JOURNAL PAGE 35 
DATE DESCRIPTION POS DEBIT CREDIT 
9 120-- 
a 2 July 15 Hospital Ins. Premiums Pay. 
3 Cash in Bank 
4 Check 212 
5 








Posting the Payment of Payroll Liabilities 


After the payments for the employer’s payroll liabilities are journalized, 


xt 


= 


the entries are posted to the appropriate general ledger accounts. Figure 
13-4 shows Roadrunner’s general ledger accounts after posting. 
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ACCOUNT Employee's Federal Income Tax Payable 


DATE DESCRIPTION FAS 
|| 20--| | 
|| June| 23 | Balance | — 
| 30, G29 
|| July | 15 | G31 


| 
1 


DEBIT 


393|18 


ACCOUNT Employee's State Income Tax Payable 


ACCOUNT NO. 2/0 


BALANCE 


pee DEBIT CREDIT 


| 


+ 


| 
100.00: 





ACCOUNT NO. 215 


Figure 13-4 General 
Ledger Accounts after 
Posting of Payroll Liabilities 
Payments 








BALANCE 
DATE DESCRIPTION Fi DEBIT CREDIT DEBIT CREDIT 
120 LI LI | 
_ June 23°) Balance |= —_ | |_| | | | 
I 30, (629| || tt | (27/01) | 
July 15 |G32|| - |3|418|13] | 
| ACCOUNT Social Security Tax Payable “ACCOUNT NO. 220 
T BALANCE 
DATE DESCRIPTION po DEBIT CREDIT DEBIT CREDIT 
| 20-- | | | | T | 
June 23 Balance = — sl |_| | 
30 G29 |_| [813] 73] 
|_| 30| G30 i | 83|72 
|| July | 15 | G31 417/80 
ACCOUNT Medicare Tax Payable ACCOUNT NO. 225 
BALANCE 
DATE DESCRIPTION POSI DEBIT CREDIT Sean CREDIT 
IL 20--| | + i da | T | T | 
| June 23 Balance. — | | ae I dui 
| 30 G29 |_| [1/9] 57|| |_| 
|__| 30 G30 |_| 19158 LI 
| July 15 G31 97|78 | 


ACCOUNT Hospital Insurance Premium Payable | 





DATE 


|| 20-- 


_ June 23. Balance 


| 30 
July 15 


POST. 


DESCRIPTION | ger 


G29. 
G35 





ACCOUNT NO. _230__ 


BALANCE 


DEBIT CREDIT 


DEBIT 
LTT | (23/65 
28|38 | 


CREDIT 




















ACCOUNT State Unemployment Tax Payable 


ACCOUNT NO. 240 





DATE DESCRIPTION cae DEBIT CREDIT DEBIT SI CREDIT 
|| 20-- |_| | 
June 23 Balance — |_| | 
30 G30 |_| (7/2/91 
July 15 G34 8 6 6| 32 


ACCOUNT Federal Unemployment Tax Payable 


DATE 


20: 


DESCRIPTION ‘REF 


June 23. Balance 


30 
July 15 


POST. 

DEBIT CREDIT DEBIT 
G30|| | | | 10 80 
G33: |12.9\60 
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ACCOUNT NO. 245. 


BALANCE 
CREDIT 
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Finding Tax Amounts 


To find the amount of 
taxes on earnings using a 
calculator: 

* simply enter the amount 
of earnings, 

* press X, 

* then enter the tax 

percentage followed 

by the % key. 


Figure 13-5 Form W-2 
Wage and Tax Statement 


CTO ENTS 

Flashbacks, 

ELECTRIC CALCULATORS 
Electric calculators were 


developed in the early 1960s 
and miniature types were 
marketed to consumers in 
the early 70s. The first 
pocket calculator was sold 

in 1971 for $100. 











Preparing Payroll Tax Reports 


Employers must complete a variety of payroll-related tax forms. 





Form Name of Form Filed 

W-2 Wage and Tax Statement Annually 

940 Employer’s Annual Federal Annually 
Unemployment (FUTA) Tax Return 

941 Employer’s Quarterly Federal Tax Return Quarterly 

W-3 Transmittal of Wage and Tax Statements Annually 


Wage and Tax Statement 


The Wage and Tax statement, Form W-2 summarizes an employee's 
, 
earnings and withholdings for the calendar year. Form W-2 reports: 


(1) gross earnings (3) FICA taxes withheld 
(2) federal income tax withheld (4) state and local income taxes withheld 


Each employee receives a Form W-2 by January 31 of the following year. 
The information reported on Form W-2 assists employees in preparing their 
individual income tax returns. Figure 13-5 shows Emily Kardos’ Form W-2. 

Employers prepare many copies of Form W-2. The employer sends Copy 
A to the IRS and gives Copies B and C to the employee. The employer keeps 
Copy D. Additional copies are sent to city or state government if necessary. 










a Control number 
OMB No. 1545-0008 








b Employer's identification number 1 Wages, tips, other compensation 2. Federal income tax withheld 


31-8042398 8,246.00 664.00 
c Employer's name, address, and ZIP code 3° Social security wages Social security tax withheld 


: : 8,246.00 S25 
Roadrunner Delivery Service 5 Medicare wages and tips Medicare tax withheld 


155 Gateway Blvd. 8,246.00 119.57 
Sacramento, CA 94230 7 Social security tips Allocated tips 










































d Employee's social security number 9 Advance EIC payment Dependent care benefits 
e Employee's name, address, and ZIP code 11 Nonqualified plans Benefits included in box 1 


Emily M. Kardos Other 
809 East Main Street 


Sacramento, CA 94230 





















15 Statutor 


y Deceased Pension Legal Hshid Subtotal ~— Deferred 
employee i) 


4 rep emp compensation 
Gis 


















16 State Employer's state |. D. no 17 State wages, lips, etc | 18 State income tax 19 Locality name | 20 Local wages, tips, etc. | 21 Local income tax 


CA | 484972 8,246.00 128.74 








Department ot the Treasury — Internal Revenue Service 


E W Wage and Tax 
È "£ Statement 2 O n 
Copy 1 For State, City, or Local Tax Department 


Forms 940 and 941 


Use Form 940 to report the employer’s unemployment (state and fed- 
eral) taxes. Form 941 illustrated in Figure 13-6, is the employer’s quar- 
terly federal tax return on which accumulated amounts of FICA and federal 
income tax withheld from employees’ earnings, as well as FICA tax owed by 
the employer, are reported. 
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Employer’s Quarterly Federal Tax Return 


> See separate instructions for information on completing this return. 


rom 941 


Department of the Treasury 
Internal Revenue Service 







Please type or print. 








Enter state OMB No. 1545-0029 
code for state fo Name (as disunguished from trade name) Date quarter ended | 
i Roadrunner Delivery Service June 30, 20-- 
made ONLY if Trade name, if any Employer identification number 
different from 31-8042398 
aa n Address (number and street) City, state, and ZIP code 
address to 
the right > (cs 155 Gateway Blvd. Sacramento, CA 
(see page 94230 
3 of 
instructions). 
11 1 2 3 3 

If address is 
different 
from prior 
return, check 
here > 

6 7 8 8 8 8 8 8 8 8 9 9 9 9 9 10 10 10 10 10 10 10 10 10 10 





If you do not have to file returns in the future, check here > U and enter date final wages paid > 
If you are a seasonal employer, see Seasonal employers on page 1 of the instructions and check here > 





1 Number of employees in the pay period that includes March 12th . > a SM OMARAWWM45) 
2 Total wages and tips, plus other compensation. . . . 9,252 | 96 
3 Total income tax withheld from wages, tips, and sick pay è A I di è Si a e el sd 3 a 

4 Adjustment of withheld income tax for preceding quarters of calendar year Stee ga. ae ok 4 0100 
5 Adjusted total of income tax withheld (line 3 as Le by line 4—see instructions) . . 5 173|55 
6 Taxable social security wages . 9,252 |96 | x 12.4% 124) = | 6b 1147/37 


Taxable social security tips... .. . ue x 12.4% (.124 6d 0 | 00 
7 Taxable Medicare wages andtips . . . [gmat LT [x 29%(029 7b 01.00 


8 Total social security and Medicare taxes (add lines 6b, 6d, and 7b). Check here if wages 





are not subject to social security and/or Medicare tax. . . dae Di a at sa 8 1,389 | 79 
9 Adjustment of social security and Medicare taxes (see instructions for required explanation) 
Sick Pay $ + Fractions of Cents $________ + Other $____s= Q| 00 


10 Adjusted total of social security and Medicare taxes (line 8 as adjusted by line 9—see 
instructions) . 


1,389 | 79 


11 Total taxes (add lines 5 and 10) . 2,163 | 34 


13 Net taxes (subtract line 12 from line 11). This should equal line 17, column (a) aloni lo line 
D of Schedule B (Form 941)) 


12. Advance earned income credit (EIC) payments made to employees . . . (n O 100 


2,163 | 34 





14 Total deposits for quarter, including overpayment applied from a prior quarter. . . . . 2,163 34 


15 Balance due (subtract line 14 from line 13). See instructions . 2. 2. 2... et al 00 


16 Overpayment, if line 14 is more than line 13, enter excess here P $ 
and check if to be: U Applied to next return OR U Refunded. 
@ All filers: If line 13 is less than $500, you need not complete line 17 or Schedule B (Form 941). 
® Semiweekly schedule depositors: Complete Schedule B (Form 941) and check here . 
@ Monthly schedule depositors: Complete line 17, columns (a) through (d), and check here . 





O 
U 


> 
> 












17 Monthly Summary of Federal Tax Liability. Do not complete if you were a semiweekly schedule depositor. 


627.29 627.29 908.76 2,163.34 


Si Under penaities of perjury, | declare that | have examined this return, including accompanying schedules and statements, and to the best of my knowledge 
ign and belief, it is true, correct. and complete. 


Signature > Marta Sanchez Narne and Tie. Maria Sanchez, Owner pate» 6/30/20-- 











Figure 13-6—Form 941 








N 
Nn 
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Transmittal of Wage and Tax Statements 


The employer files Form W-3, Transmittal of Wage and Tax Statements, 
According to a survey of with the federal government. Form W-3 summarizes the information con- 
executives conducted by tained on the employees’ Forms W-2. Form W-3 is due by February 28. Along 
the KPMG Peat Marwick with Form W-3, the employer includes Copy A of each employee’s Form 
accounting firm, 76 percent W-2. The federal government uses the Form W-2 information to check in- 
of businesses experience dividual income tax returns. Figure 13-7 shows Roadrunner’s Form W-3. 


fraud. The most common 
types of fraud were misap- 
propriation of funds and 
check forgery. Because 


DO NOT STAPLE 




















accountants are often the a Control number | 33333 | For omcal use ony » 
discoverers of fraud, 5 7 — Ty aa sa 
accounting educators and a 9 dd ca (lele | es 
firms offer ethics training. bed o.oo 67,210.35 | 4167.04 
c Total number of Forms W-2 d se 10 5 "67 210.35. | 6 74.55 
[2 Employer identification number 7 Social security tips 8 Allocated tps 
{ a SCO 98 Advance EIC payments 10 Dependent care benefits 
iui Roadrunner Delivery Service pe 
L 11 Nonqualified plans 12 Deferred compensation 
155 Gateway Blvd. 4 
Sacramento, CA 94230 }) P»)|}).; 
er EIN used this year income tax withheld by third- ayer 





i Employer's state |.D. No 








—_ iS -_. A - 


Under penaltes of perjury, | declare that | have examined this return and accompanying documents, and, to the best of my ea and belief 
they are true, correct. and complete 








signauwe » Maria Sanchez rue » OWNEY pate » 1/29/20-- 
rom WW-3 Transmittal of Wage and Tax Statements enne 


Figure 13-7 Transmittal of 
Wage and Tax Statements 


ANALYZING FINANCIAL REPORTS 


Employee Costs 


Business owners and managers monitor employee costs by tracking the number of employees, total salary 
costs, and the cost of providing employee benefits. Employee benefits might include paid vacations, employer 
contributions to employee retirement plans, and health insurance. Many employers calculate the cost of 
benefits as a percentage of total salaries. For example, if a company’s total costs for salaries are $58,600 and 
the cost of benefits paid by the company is $12,900, benefits as a percentage of salaries are 22%. Owners and 
managers use this percentage when calculating the total cost of hiring a new employee. 





> Analyze the Report: 
Use the payroll register on page 299 and payroll tax information in this 
chapter to answer these questions. 
1. If the company’s employee benefits cost 24% of employee earnings, what 
would be the benefits cost for this salary period? 
2. If anew employee is to be hired for a 40-hour work week at wages of $7 an 
hour, what would be the total cost for the new employee? The company 
| estimates its employee benefits cost at 22%. 
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SECTION 3 Check Your Understanding 





Now that you have studied this section, complete the following questions and problems. 





Thinking Critically 


1. What accounts are atfected when a business pays the federal unemployment tax? 





2. What information is included on a Form W-2? 











Analyzing Accounting 


Small businesses (those with revenues less 


than $200,000 per year) pay their federal taxes $215,000 a Morgan 
Manutacturing 





$158,000 











by the 15th day of the month following the pay- $125.000 
roll month. Large businesses pay their taxes every = m Ziggy s Ice Cream 


two weeks. Review the graph, and answer the fol- © Lights and More 


lowing questions. Beverly Drive Spa 


: ; : tantord Tools 
1. Which businesses pay their taxes every i 
sa) 3 Plains Educational 
two weeks’ $420,000 A 

upply 


2. What percent of businesses represented in $95,000 $220,00 


the circle graph are large businesses? 





Problem 13-4 Payment of 
Payroll Liabilities 






The following account balances appear in the 
general ledger for Soap Box Laundry on April 30. 












General Ledger 
Social Security Tax Payable $318.55 
State Income Tax Payable 205.60 
Medicare Tax Payable 113.28 
Employees’ Federal 

Income Tax Payable 286.00 







Instructions Record the payment of the four liability accounts on page 34 
of the general journal. (Hint: Two checks are written.) 


Problem 13-5 Analyzing a Source Document 





PAYROLL REGISTER 
PAY PERIOD ENDING May19 20 - DATE OF PAYMENT May 19, 20--_ 











NUMBER 






EMPLOYEE 





DEDUCTIONS ner | cK 
LL Tora |30C x Perc] FED INC 0 PAY NO 
nn 5 TAX TAX TAX 
Cal me cla =] si ai eal = 
25 ei) doo (cca 
1,218]93 | 109|14 |1,328/07 | 82|34| 19|26 [184/00 | 26|56| 20|00| —— | 332/16| 995/91 


Other Deductions: Write the appropriate code letter to the left of the amount: B-U S Savings Bonds, C—Credit Union: UD-Union Dues; UW-United Way. 


EARNINGS 
REGULAR overtime 





























Instructions Based on the payroll register above, record the appropriate journal entry in 
your working papers. Use page 14 in the general journal. 
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GRACE KIM 
Tax Specialist 
KPMG Peat Marwick LLP 


Q: How did you get into accounting? 

A: | was an economics major as an undergraduate, and 

| wanted to do something practical in which | could be 
licensed. | like numbers because they're so concrete. You have 
to be creative when you work with words, but numbers are 
given to you as a fact. | see a lot of different issues and deal 
with a lot of different companies. 





Q: What's the most difficult part of your job? 


A: | have a hard time asking for help when | run into a wall. When} {i talf International loc 
| was in school, | didn’t take any group study classes. | worked on SR ee 
my own, but anyone going into public accounting has to develop Numbe put 96 percent of 


interpersonal skills and be willing to ask for help. ” ives say Com 
munication sis are essential 
Q: Is tax season difficult? Lea ht takes to dea 


A: Tax season gets the juices flowing. | find it exciting, and it's never your ideas into 
so long that a person can't handle it. You can always see the light at Pracice spealing 102182 


the end of the tunnel. 0 0 


Q: How should students present themselves at an 
on-campus interview? 

A: Be mature and confident and talk about yourself articulately. Also, having 

an idea of what you want to be doing in the next five years will be helpful. 


Q: What is the future like for tax specialists? 


A: It’s definitely good. The field is moving toward tax consultants who can 
advise companies about changing tax laws. 


CAREER FACTS 


we 


Nature of the Work: Prepare tax returns and research tax questions. 

Training or Education Needed: A bachelor's or master’s degree in accounting or tax, and the 
CPA exam. 

Aptitudes, Abilities, and Skills: Accounting, time-management skills, problem-solving skills, 
analytical skills, computer skills, communication skills, interpersonal skills, and willingness to lear. 
Salary Range: $35,000 to $40,000 with a master’s degree. 

Career Path: Do an on-campus interview to find a job with a public accounting firm. 








Thinking Critically: Why is it important to be willing to ask for help? 
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HIRST LILPII 


KEY CONCEPTS 





Employees’ earnings are an operating expense of the business. The total gross earnings is debited 
to the Salaries Expense account. 

Amounts withheld from employees’ earnings are liabilities of the business. The employer makes 
regular payments of the amounts withheld to the appropriate government agencies, businesses, 
and organizations. 

Employers pay taxes on their employees’ gross earnings. These taxes are operating expenses of 
the business. The amounts are debited to the Payroll Tax Expense account. Employer's payroll 


taxes include FICA taxes (Social security & Medicare) and Unemployment taxes (Federal & State). 


Both employees and employers are liable for payroll taxes. Payroll tax rates can change and vary 
by state. To calculate the tax, multiply gross earnings by the tax rate. 
. To journalize various payroll items, the related journal entries include the following: 


Payroll Item Required in Journal Entry 








Total gross earnings —— +» Debit to Salaries Expense 

Total net pay +» Credit to Cash in Bank 

Federal income tax withholding ——————__——_» Credit to Employees’ Federal Income 
Tax Payable 





Social security tax withholding —————————__» Credit to Social Security Tax Payable 
Medicare tax withholding we Credit to Medicare Tax Payable 





State income tax withholding ——__________» Credit to State Income Tax Payable 


. The payroll register is the source of information for preparing the entry to record the payment of 
the payroll. 

When payroll liabilities accounts are paid, the related liability accounts are debited and Cash in 
Bank is credited. 





12 


GENERAL JOURNAL 


POST. 
REF. 


PAGE 


DATE 


4° 20-- 
2 Date 


DESCRIPTION DEBIT CREDIT 


I fT 23 


Medicare Tax Payable 











3 
4 
5 


State Income Tax Payable 
Cash in Bank 





| 
XXXIXX | 


XXX|XX 
| 


| 


D_sa_ WwW fh 











8. Employers file quarterly and annual tax reports on employee earnings and on taxes paid by the 
employee and the employer. 
9. Employers report earnings and tax information to employees once a year on Form W-2. 
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ial Services. You have just been hired by Brad Justice, the 


new company Called Snack Shack, to help establish a payroll svstem. As a new business 
wher, Brad understands the importance of complying with government requirements, but he is 
concerned that he may not be aware of all of the requirements related to pavroll. Using the following 


Kev terms, prepare a presentation for Brad describing the government requirements for payroll. 


Electronic Federal Tax Form W-3 

Payment System (EFTPS) Payroll Tax Expense 
Federal Tax Deposit Coupon Salaries Expense 

(Form 8109) State Unemployment Tax Act 
Federal Unemployment Tax (SUTA) 

Act (FUTA) unemployment taxes 


Form 940 
Form 941 
Form W-2 


Understanding Accounting 
Concepts and Procedures 


Instructions Wanna” 





Un a separate sheet "ing questions: 
et pav, is debited to the Salaries Expense account. 


the amounts withheld from emplovees’ pavroll checks are liabilities of the 


114 
L 


horized 
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Case Study... 


Payroll: Warehousing Center 

Morrison Distribution Center offers warehousing 
services to local businesses. Morrison has 40 full-time 
employees and operates two shifts. The company is 
considering adding a third shift, which would require 
12 additional employees. 

The accountant estimates that a third shift could 
bring in additional revenue of $390,000. Prepare 
an estimate of the third shift payroll costs. Assume: 
(1) The average warehouse employee earns $21,000 
per year. (2) The state unemployment tax is 5.4%, 
and the federal unemployment tax is 0.8%. (Both 
applied to the first $7,000 of earnings.) (3) The em- 
ployer’s cost of health insurance averages 22% of an 
employee’s earnings. 


Thinking Critically: 

1. What is the salary expense related to adding the 
new employees? 

2. How much in additional payroll taxes will 
Morrison pay? 

3. What is the total cost to add the third shift? 


Conducting an Audit with Alex 


The journal entry for the March 12 payroll was 

recorded in the general journal of Milan’s Painting. 

® Later some water spilled on the journal making 
a two amounts illegible. 


Instructions 
Based on the remaining amounts shown below, 
determine what the illegible amounts should be. 





GENERAL JOURNAL pace 14 
DATE DESCRIPTION foe 
1 20-- 
2 Mar. 12 Salaries Expense 
3 Empl. Fed. Inc. Tax Pay. 
Social Security Tax Pay. 


DEBIT CREDIT 


Hii 
f | f 
34000 LI] 
| 127400 
| f | 
| | > 


Medicare Tax Pay. 5568 
State Income Tax Payable | 6300 
Hosp. Ins. Premiums Pay. O 
Cash in Bank 314424 


Ì 


Raat 








Na TVA es 


inter NET 


CONNECTION 


The Internal Revenue Service 
The Internal Revenue Service 

(IRS), the largest agency in the 

Department of the Treasury, 

employs 102,000 people. The 

IRS processes approximately 

205 million tax returns in a year 

while assisting 99 million tax- 

payers by telephone and 6.3 

million taxpayers at walk-in 

offices throughout the country. 

Do This: 

1. Locate the IRS Web site online. 
What is the Web site address? 

. Name 6 services or kinds of 
information that the Web site 
offers. 

3. Who is the Commissioner of 
the IRS? 
4. What is electronic filing? 


Workplace Skills 


Self-Management 


Are you a “self-starter”? If the answer is yes, 
then you have strong self-management skills. 
People who possess these skills can assess their 
own abilities and skills, set attainable goals, and 
motivate themselves to accomplish those goals. 
Employers are always eager to hire and promote 
employees with self-management skills. 


On the Job: 

As an accounting clerk in the payroll depart- 
ment of Trendy Threads, you are responsible 
for processing all payroll and tax reports. It is 
December, and your tax reports are due soon. 
What steps do you need to take now to make 
sure you process your reports on time? 
Thinking Critically: 

Describe the reports you'll need to file and 
what payroll ledgers and registers you'll need to 
complete each one. 
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Recording and Paying Payroll Tax Liabilities 
Making the Transition from a Manual to a Computerized System 


Record and post payroll | 1. 


entries; pay payroll tax 
liabilities 





Peachtree Question 





How do I journalize the 
employer’s tax liabilities? 


How do I pay the payroll tax 
liabilities? 


What does the software do 
“behind the scenes?” 





Prepare the journal entry based on 
the payroll register totals for the 
employee and employer's tax 
liabilities. 


. Post the payroll entries to the general 


ledger. 


3. Prepare tax liability checks to pay 


federal, state, and local taxing 
authorities. 


4. Prepare journal entries to record the 


payment of the liabilities. 


1. When the payroll checks are 
generated, the payroll tax journal 
entries are automatically prepared 
and posted. 


Description 


When payroll checks were issued, the software automatically 


journalized the tax liabilities. 


Select Payments from the Tasks menu. 

Select the taxing authority ID to be paid. 

Enter the amount and cash account number. 

Enter description and general ledger account (tax liability account). 


Click Print. 


Click Edit records and post the transaction. 


When payroll checks are issued, the software automatically journalizes 
and posts both the tax liabilities of the employee and the employer. 
When a check is prepared to pay a tax liability, the software 
automatically journalizes and posts the payment. i 

Employee earnings records are updated for you. 
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Hal SER II 


APPLICATION OPTIONS 








Complete chapter 
para i i a + > bl ne of four 
Sereadshext Problem 13-6 Calculating Employer’s Jays. 


‘PROBLEM 






Payroll Taxes Viaial Gini 
Instructions For each of the following total gross earnings amounts Working 
—= Papers 


recorded in the past five pay weeks for Hot Suds Car Wash, determine the 
employer's FICA taxes (social security 6.2%, Medicare 1.45%), the federal 
unemployment tax (.8%), and the state unemployment tax (5.4%). Use the Peachtree for 
i ai i? Windows 

form provided in the working papers. None of the employees has reached 


the taxable earnings limit. 








Total gross earnings: et PEPATE 
1. $914.80 4. $791.02 3 Integrated 
2. 0611393 5. $1,245.75 ven Sree 
Sn (Refer to software 
Analyze: Explain the relationship between federal and state instructions) 
unemployment tax rates. (Problem 13-10) 
or 

; Spreadsheet 
Problem 13-7 Recording the Payment 4 Templates 
of the Payroll — (Problem 13-6) 


The totals of the payroll register for Kits & Pups Grooming are shown in 
your working papers. On December 31, the owner, Abe Shultz, wrote Check 
1400 to pay the payroll. 


2 


: 0133) 
SMART GUIDE 


Instructions In your working papers: 





1. Record the payroll entry in the general journal. 


Step-by-Step Instructions: 


2. Post the entry to the general ledger accounts. Problem 13-6 

Analyze: Which payroll liability account has the largest credit entry? 1. Select the spreadsheet 
template for Problem 
13-6. 


2. Enter your name and 
the date in the spaces 


Problem 13-8 : e o provided on the 
fae ' Ama template. 

Journalizing Pi af mt 3. Complete the spread- 

. i 5 are sheet using the 
Payroll Transactions © instructions iyoue 

i | % 5 working papers. 

The Outback Guide  &§ i, SR A 4. Print the spreadsheet 

Service payroll register for | Rea < ,\\\ y) oe and proof your work. 


5. Save your work and exit 
the spreadsheet program. 


the week ending Dec. 31 
appears on the next 


page. 
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Step-by-Step Instructions: 
Problem 13-7 


1. 


5. 
6. 


7. 


Select the problem set 
for Kits & Pups Grooming 
(Prob. 13-7). 

Rename the company 
and set the system date. 
Record the payroll entry 
using the General 
Journal Entry option. 
Print a General Journal 
report and a General 
Ledger report. 

Proof your work. 
Answer the Analyze 
question. 

End the session. 


TIP: As a shortcut, you can 
type just the day in most 
date fields. 


a 
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Step-by-Step Instructions: 
Problem 13-8 


1. 


2. 
6. 


7. 


Select the problem set 
for Outback Guide 
Service (Prob. 13-8). 
Rename the company 
and set the system date. 
Record the payment of 
the payroll and the 
employer's payroll taxes. 
Print a General Journal 
report 

Proof your work. 
Answer the Analyze 
question. 

End the session. 


TIP: You can press ALT+S to 
post a General Journal entry. 


SOURCE DOCUMENT 





PROBLEM 


Problem 13-9 


me 

papers to record the trans- 
actions for this problem. 
344 Chapter 13 Pr 


Use the source docu- 
nts in your working 


















Instructions In vour working papers: 


1. Record the entrv for the pavment of the pavroll on page 15 of the general 


rn 


] a ] 1&9 1 3 + I _ 
nal. (Check 1201, dated Dec. 31). 


i) 


se the information in the payroll register to compute the emplover’s 
pavroll taxes. These include FICA taxes (6.2% for social security, 1.45% for 
Medicare) and federal (.8%) and state (5.4%) unemployment taxes. None 
f the emplovees has reached the taxable earnings limit. 


3. Record the entrv for the emplover’s payroll taxes on page 15 of the general 


1ITnmn 


Uliidl. 


Analyze: In the entry recording the payment of payroll, which account, 
Social Security Tax Pavable or Employees’ Federal Income Tax 
Payable, had the largest credit? 





source pocument Problem 13-9 Recording and Posting 
PROBLEM. Payroll Transactions 


Showbiz Video completed the following pavroll transactions during the 
irst two weeks of December. Showbiz Video pavs its emplovees on a 


biweeklv (everv two weeks) basis. 


Instructions In vour working papers: 

1. Record the December 13 transactions on page 38 in the general journal. 
2. Post both pavroll entries to the appropriate general ledger accounts. 

3. Journalize and post the December 16 transactions. 


i —_————_..__._._nl 


Date Transactions 
Dee, ds \Vrote Check 2206 to pav the pavroll of $3,840.58 (gross 
earnings) for the pay period ending December 13. The 
following amounts were withheld: FICA taxes, $238.12 for 
social security and $55.69 for Medicare; employees’ federal 
income taxes, $639.00; emplovees’ state income taxes, $96.02; | 
insurance premium, $21.00; U.S. savings bonds, $20.00. 
Recorded the employer's payroll taxes (FICA tax rates, 6.2% for 
social securitv and 1.45% for Medicare; federal unemployment 
tax rate, 0.8%; state unemplovment tax rate, 5.4%). No 


DI 


emplovee has reached the maximum taxable amount. 
Continued 














Date Iransactions (cont.) 








Paid the amounts owed to the federal government for em- 
ployees' federal income taxes and FICA taxes, Check 2215. 
Purchased U.S. savings bonds tor employees for $100.00, 
Check 2216. 

Paid $148.00 to American Insurance Company for employees’ 
insurance, Check 2217. 


Analyze: After all journal entries are posted, which payroll accounts still 


have a balance? 














Problem 13-10 Recording and Posting 
Payroll Transactions 


Job Connect pays its employees twice a month. Employee earnings and 


tax amounts for the pay period ending December 31 are: 


Gross Earnings $12,543.40 


Social Security Tax Pi 707 
Medicare Tax 181.88 
Employees’ Federal Income Tax 662.00 
Employees’ State Income Tax 250.87 


Instructions In your working papers: 


N 


. Prepare Check 1602 (payable to “Job Connect Payroll Account”) to 


transfer the net pay amount to the payroll checking account. 


. On page 19 of the general journal, record the payment of the payroll. 
. Post the payroll transaction to the general ledger. 
. Journalize the entry to record the employer's payroll taxes. The social 


security tax rate is 6.2%, and the Medicare tax rate is 1.45%; the state 
unemployment tax rate is 5.4%, and the federal unemployment tax rate 
is .8%. None of the employees has reached the taxable earnings limit. 


. Post the entry to the general journal. 
. Prepare checks dated December 31 to pay the following payroll liabilities: 


(a) Federal unemployment taxes, payable to First City Bank (Check 1603). 
(b) State unemployment taxes, payable to the State of North Carolina 
(Check 1604). 


(c) Employees’ federal income taxes and FICA taxes, payable to First City 


Bank (Check 1605). 


. Journalize and post the entries for the payment of the payroll liabilities. 
. Prepare a Form 8109 for each of the two federal tax deposits paid in 


Instruction 6, parts (a) and (c). The oval for FICA and federal income tax 
is 941. The oval for the federal unemployment tax is 940. 


Analyze: What is the balance in the Salaries Expense account on 
December 31 after the payroll entries have been posted? 
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Step-by-Step Instructions: 
Problem 13-9 


1. Select the problem 
set for Showbiz Video 
(Prob. 13-9). 

2. Rename the company 
and set the system date. 

3. Record the December 
transactions. 

4. Print a General Journal 
report and a General 
Ledger report. 

5. Proof your work. 

6. Answer the Analyze 
question. 

7. End the session. 





a 
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SMART GUIDE 


Step-by-Step Instructions: 
Problem 13-10 


1. Select the problem 
set for Job Connect 
(Prob. 13-10). 

2. Rename the company 
and set the system date. 

3. Record all of the entries 
using the General 
Journal Entry option. 

4. Print a General Journal 
report and a General 
Ledger report. 

5. Proof your work. 

6. Manually prepare Form 
8109 for the federal tax 
deposits. 

7. Answer the Analyze 
question. 

8. End the session. 
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\yroll Accounting 


What You'll Learn 


How to calculate 
employees’ gross 
earnings and 
deductions. 

How to calculate 
employees’ net pay. 
How to prepare a 
payroll register. 

How to write payroll 
checks and stubs for 
employees. 

How to record payroll 
information on 
employees’ earnings 
records. 

How to journalize 
and post the payroll 
transaction. 

How to calculate, 
journalize, and post 
the employer's 
payroll taxes. 

How to journalize 
and post the 
payment of FICA 
taxes, employees’ 
federal income taxes, 
and insurance 
premiums. 

How to prepare Form 
8190. 


Why It’s Important 


To review and apply 


what you've learned 
about the procedures 
involved in a payroll 
system as you prepare 
the payroll and maintain 
the payroll records for a 
sole proprietorship. 


Mini Practice Set 





) 


è) 





Plant Service 


Green Thumb 
Plant Service 


Company Background: Green 
Thumb Plant Service is a plant mainte- 
nance company located in Kingsbury, 
Michigan. It is a service business that is 
organized as a sole proprietorship. It is 
owned and operated by Joanna Ecke. 
The company places and maintains 


plants, flowers, and small trees in offices 





and corporate buildings. 
Ihe business has been in operation for almost five years. During that 

time, its revenue has increased each year, additional employees have been 

hired, and the business is now showing a good profit. 

Payroll Information: The business presently employs eight people. A 

Form W-4 is on file for each employee. The list that follows summarizes the 

data on those documents. 


Michael Alter Single claims 1 exemption 
Christine Cuddy Single claims O exemptions 
Jesse Dubow Single claims O exemptions 
Joclyn Filley Single claims 1 exemption 


Greg Millette Married 


Heather Repicky 


claims 2 exemptions 


Married claims 3 exemptions 


3 
Daniel Ripp Married claims 2 exemptions 


Yourself Single claims 1 exemption 


Ihe business pays its employees on a weekly basis. Overtime is paid at 
the rate of 1!/2 times the regular rate of pay for all hours worked over 40. 
The weekly pay period runs from Monday through Saturday, 
with employees being paid on Saturday for the 
week's work. Because most office buildings are 
closed on Sunday, the business is also closed. 


[he employees are paid by one of three 






methods: hourly rate, salary, or salary plus 10% 
commission On any new accounts they acquire for 
the company. The following table lists the employ- 
ees, the method by which their wages are computed, 
and other pertinent information. Next, you'll find 

the time cards for the employees who are paid on an 


hourly basis. 








Green Thumb Plant Service 





Empl. Employee dl PEACHTREE 


No. Position Status Rate of Pay 





SMART GUIDE 


Heather Repicky Manager Full-time $725.00/weekly salary Step-by-Step Instructions: 
Greg Millette Salesperson Full-time $450.00/week plus 1. Select the problem set 
for Green Thumb Plant 
Service (MP-3). 
Jesse Dubow Bookkeeper Part-time $250.00/week 2. Rename the company 
Joclyn Filley Supply clerk Full-time $7.40/hour and set the system date. 
3. Enter your name for 
employee record 022. 
. Record the weekly 
Michael Alter Supply clerk Part-time $7.10/hour payroll and print checks 
Yourself Accounting Part-time $175.00/week for all employees using 
clerk the Payroll Entry option. 
5. Print a Payroll Register 
for the current week 


10% Commission 


Daniel Ripp Service Full-time $8.30/hour 


Christine Cuddy Service Full-time $8.30/hour 4 
















































































































































































































































































The time cards for the employees who are paid on an hourly rate are and proof your work. 
listed below. 6. Print a Payroll Journal 
report. 
No _019 No 018 7. Calculate and record 
NAME _ Michael Alter NAME Christine Cuddy the employer's payroll 
soc. SEC NO. 049-71-8436 soc sec NO 223-56-0992 tax expense using the 
WEEK ENDING__7/29/20-- WEEK ENDING 7/29/20-- General Journal Entry 
DAY| IN OUT IN OUT IN OUT TOTAL DAY | IN OUT IN OUT IN OUT | TOTAL option. 
M 2:00) 5:00) M | 9:00|12:00|12;30| 5:00 | 8. Record the deposit for 
T 2:00) 6:00 7 | 9:00|11:30|12:00| 5:00] the taxes owed to the 
v 3:00) 5:00 vi | 9:00] 1:00 | | federal government and 
m | 2:00| 6:00 mm | 9:00|12:00|12:30| 4:00) | enter the monthly 
F 2:00] 6:00 F | 8:30] 1:00) 1-30) 3:00 insurance premium 
3 ST adi 
i 200 200 : SO I using the General 
aa E Journal Entry option. 
"Name _Joclyn Filley "Namie Daniel Ripp 9. Manually complete 
soc sec NO 042-97-3814 = soc sec NO.__011-79-2118 Form 8109. 
"WEEK ENDING __7/29/20-- ~ WEEK ENDING _7/29/20-- 10. Print a General Journal 
DAY IN OUT IN OUT IN OUT TOTAL DAY | IN OUT | IN OUT IN | OUT TOTAL report and proof your 
sion N | 9:00|12:00| 1:00| 3:00 sen ! | 9:00|12:00|12:30| 5:00 work. 
9:00|12:00| 1:00| 5:00 7 | 9:00|12:30| 1:00| 6:00 11. Print a General Ledger 
v | 8:00|12:00| 1:00| 5:00 v | 9:00/12:00| 1:00| 4:30 | report. 
mm | 9:00|12:00| 1:00| 3:30 m | 8:30|12:30| 1:00| 5:00] — a 12. Print Quarterly Earnings 
F | 9:00|12:00| 1:00| 4:00 F | 9:0011:3012:00| 500) | | reports for Michael Alter 
S | 9:00|12:00 S | 9:00} 1:00) ea and Greg Millette. 
: 2 i 13. Answer the Analyze 
TOTAL HOURS _ TOTAL HOURS i questions. 
HOURS RATE AMOUNT HOURS RATE AMOUNT 14. End the session. 
REGULAR REGULAR 
OVERTIME OVERTIME 
TOTAL EARNINGS TOTAL EARNINGS 
SIGNATURE DATE SIGNATURE _____ DATE 


Federal tax tables are used to determine income taxes to be withheld. 
The table is included in the working papers. The current rate for other 
taxes are as follows: 














State income tax: 2% 
FICA: Employee and employer contributions 
Social Security Tax: 6.2% 
Medicare Tax: 1.45% 
State unemployment tax: 5.4% 
Federal unemployment tax: 0.8% 
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Complete activities 
one of three ways: 


Manual Glencoe 
Working Papers 








or 


Peachtree for 
Windows Software 


or 
Glencoe 
Integrated 

—— Accounting 
Software 
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JI LI) 


(cont‘’d.) 


APPLICATION OPTIONS 


YOUR JOB RESPONSIBILITIES 
Green Thumb Plant Service 


The business entered the 
third quarter of its fiscal year at 
the beginning of July. It is pres- 
ently the last week of July. Jesse 
Dubow, the bookkeeper, is leav- 
ing on vacation. In his absence, 
you are to prepare this week’s 
payroll. 

(1) Complete the timecards for 
the four hourly employees. 
Enter the total hours worked 
at the bottom of each card. 

(2) Greg Millette recorded addi- 
tional clients that brought in 
$925.00 in new business. 
Calculate his commission and 
add it to his salary to deter- 
mine his gross earnings. 

(3) Enter the payroll information 
for all employees in the pay- 
roll register. Each employee 
was recently assigned an 
employee number because the 
business is soon converting to 
an automated payroll prepara- 
tion system. Since this payroll 
is being prepared manually, 
list the employees in the pay- 
roll register in alphabetical 
order by last name. 


(4) Use the following informa— 
tion to complete the payroll 
register. 

(a) Use the federal tax chart 
to determine income tax 
amounts to be withheld. 

(b) Michael Alter, Christine 
Cuddy, Joclyn Filley, and 
Greg Millette each have 
$5.00 deducted for the pur- 
chase of U.S. savings bonds. 

(c) Jesse Dubow, Heather 
Repicky, and Daniel Ripp 
each have $4.00 deducted 
for donations to the 
United Way. 

(d) All employees pay an 
insurance premium each 
week. Married employees 
pay $9.00 and single 
employees pay $6.00. 

(e) None of Green Thumb’s 
employees has reached the 
maximum taxable amount 
for the social security tax. 

(5) Calculate the net pay for each 
employee. 

(6) Total all amount columns in 
the payroll register. Prove the 
accuracy of the totals. 











Green Thumb Plant Service 


(7) Write Check 972 on the 
business’s regular checking 
account for the amount of 
the total net pay. Make the 
check payable to the Green 
Thumb Plant Service—Payroll 
Account. In Jesse’s absence, 
Joanna Ecke will sign the 
check for you. Complete the 
deposit slip for the payroll 
account. 

(8) Record the payroll transaction 
in the general journal, page 
21. Use the information con- 
tained in the payroll register 
and Check 972 as the source 
documents. Post the trans- 
action to the general ledger 
accounts. 

(9) Write the paychecks for the 
employees. Use the informa- 
tion in the payroll register to 
complete the check stubs. 
After a check has been written 
for an employee, enter the 
check number in the payroll 
register. 

(10) Enter this week’s payroll infor- 

mation on the employee's 

earnings records for Michael 

Alter and Greg Millette only. 

Be sure to add the current 


Analyze: . 
What is the total net pay foi this pay period? 
For what amount is the deposit to the federal government 


I. 
2 


tor taxes owed? 





gross earnings amount to the 


accumulated total. 


(11) Calculate and record the 


employer's taxes for this pay 
period in the general journal. 
The source of information is 
the payroll register. Post the 
journal entry to the general 
ledger. 


(12) Make a deposit for the taxes 


owed to the federal govern- 
ment. The total includes 

the amounts withheld for 
employees’ federal income 
tax, social security tax, and 
medicare tax. Complete Form 
8109 by entering the amount 
owed. Write Check 973, 
payable to the First Federal 
Bank for the taxes. 


(13) Enter the transaction in 


the general journal and post 
the entry to the general 
ledger. 


(14) Pay the monthly insurance 


premium by writing di 


Check 974 to the American Lose 


“= 


Insurance Company for #77 
$228.00. Record the 
payment in the general jour- 
nal and post the entry to the 


general ledger. 
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The Accounting 
a Cycle fora 

" Merchandising 
Corporation 


In this unit... 

You will learn how to keep the accounting records for a business 
that sells merchandise. The business we will use in our examples is 
organized as a corporation. You will study the complete accounting 


cycle for the merchandise business called On Your 












Mark Athletic Wear. We’ll examine cash sales, 
sales on account, cash receipts, cash payments, and 


purchases. In addition, you’ll learn how to record 


a corporation, and prepare closing entries. The 
chart of accounts for On Your Mark Athletic 


Wear is shown on page 355. 


Where profit is, loss is hidden nearby. 


Japanese Proverb 





best 
ra 
we 


Na 





urnal . - - 


visit Your local CD store, 


tw Your J 


The next time you 
_the various types of products 


mine the invento 
at are available to purchase. he managers of 
esponsible for the 


merchandising pusinesses are r 
pularity of their stores: 


quality and po 
\n your journal, record the following: 
Make a list of all the product groups fo 
(CDs, tapes: magazines 
What items are the 


Most expensive? 
Make a list of items that the 
currently carry that you fee 
beneficial addition. 


rsale 
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— Accounting for Sales 
© and Cash Receipts 








Learning Objectives 


Wh h leted thi ? i 
al i Exploring the Real World of Business 


chapter, you will be able to: 


> Explain the difference between ANALYZING SALES 


a service business and a 
merchandising business. 
























Twenty years ago, the now-popular sport of in-line skating didn't 
exist. Today, in-line skating attracts nearly 2.5 million participants and 
is one of the fastest growing sports in the U.S. 

Rollerblade, a leading producer of in-line skates based in 
Minnesota, was created when two brothers found a used pair of in- 
line skates while rummaging through a sporting goods store. In the 
basement of their parents’ home, they modified the skates for their 
off-season hockey training. Other hockey players and skiers in 
training soon adapted the in-line skates into their training routines. 
Professional marketing efforts helped the sport gain public attention, 
and soon in-line skaters were a common sight along city streets, 
beaches, and college campuses. 

Although the company does not release its accounting records 
because it is privately owned, it has become a multi-million dollar 
business, maintaining a 50 percent market share. 






> Explain the difference between a 
retailer and a wholesaler. 









> Record a variety of sales and 
cash receipt transactions in a 
general journal. 


> Define the accounting terms 
introduced in this chapter. 


ROLLERBLADE 4 





What do you think? 
1. What products and accessories do you think a company like 

. Rollerblade sells? 

=r | =2. When Rollerblade sells its products to sporting goods stores 
rs and skate shops, what general ledger accounts do you imagine 
would be affected? 
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at 


Workplace Connections 


Making sales is key to the ©, 
financial success of a business. B 
Sales dollars come from selling 

products or services to customers. In Chapters 3 
through 11, you learned about accounting for a 
business that sells services to its customers. In 

this Unit, you'll learn about selling merchandise 

to customers and how to record these sales into 

the accounting records. 


Dnvestigate: 

1. Does your work or the work of friends 
or family involve selling merchandise 
to customers? 

What products are sold? 

What information from these sales do 
you think should be recorded into the 
accounting records? 
































What You'll Learn 


* The purpose of a mer- 
chandising business. 

* The difference between 
a retailer and a 
wholesaler. 

* Uses of the Merchan- 
dise Inventory account, 
and its rules of debit and 
credit. 

* Uses of the Sales 
account, and its rules 
of debit and credit. 


Why It's Important 


As consumers, we buy 
goods from merchandising 
businesses daily. You need 
to understand the nature of 
these transactions to main- 
tain accounting records for 
a merchandising business. 








retailer 


wholesaler 
merchandise 
inventory 
sales 





Figure 14-1 The Operating 
Cycle for a Merchandising 
Business 


Wan 


Accounting for a 
Merchandising Business 


As you remember, a service business is 
one that provides a service to the public for 
a fee. In contrast, a merchandising business 
buys goods (such as computers, clothing, or 
furniture) and then sells those goods to cus- 
tomers for a profit. You’re probably familiar 
with merchandising businesses like The Gap, 
Wal-Mart, Tower Records, or The Limited. 
Most merchandising businesses operate 





either as retailers or as wholesalers. Some 





olesaler is a business that sells to retailers. In this chapter, we will ex- 
plore transactions for On Your Mark Athletic Wear, a retail merchandising 
business. Refer to the chart of accounts for On Your Mark Athletic Wear. 


The Operating Cycle of a 
Merchandising Business 


A merchandising business produces revenue through a series of trans- 
actions called the operating cycle, as illustrated in Figure 14-1 below. 

The collection of cash from sales enables the business to purchase 
more items to sell, pay expenses, and make a profit. As long as the com- 
pany is in business, this is a continuous, repeating sequence. 





Purchase of Goods 
for Resale 
& È 2 
y < 2 Sale of goods = Sale of goods 
4 &. “& for cash on account 
Ò 
Nr — er aati (customer account) 
È @ 
Cash Collect cash 
from accounts 
2 
P= 
<> = 
7 Pay expenses 
> eutilities eemployee earnings 


erent miscellaneous 2A 


Profit 





< 
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ON YOUR MARK r 


ATHLETIC 


595 Leslie Street, Dallas 


WEAR 


, TX 75207 








ASSETS 
101 Cash in Bank 130 Supplies 
105 Change Fund 135 Prepaid Insurance 
110 Petty Cash Fund 140 Delivery Equipment 
115 Accounts Receivable 142 Accumulated Depreciation—Delivery Equipment 
117 Allowance for Uncollectible Accounts 145 Office Equipment 
118 Notes Receivable 147 Accumulated Depreciation—Office Equipment 
120 Interest Receivable 150 Store Equipment 
125 Merchandise Inventory 152 Accumulated Depreciation—Store Equipment 
LIABILITIES 
201 Accounts Payable 212 Social Security Tax Payable 
202 Notes Payable 213 Medicare Tax Payable 
203 Discount on Notes Payable 214 Federal Unemployment Tax Payable 3 
204 Federal Corporate Income Tax Payable 215 State Unemployment Tax Payable È 
205 Employees' Federal Income Tax Payable 220 Sales Tax Payable Oo) tm 
211 Employees’ State Income Tax Payable aay 
STOCKHOLDERS’ EQUITY 
301 Capital Stock 310 Income Summary 
305 Retained Earnings 
REVENUE 
401 Sales 410 Sales Returns and Allowances 
405 Sales Discounts 415 Interest Income 
COST OF MERCHANDISE i 
501 Purchases 510 Purchases Discounts why 
505 Transportation In 515 Purchases Returns and Allowances ia, \®9 
EXPENSES n 
601 Advertising Expense 645 Loss/Gain on Disposal of Plant Assets 
605 Bankcard Fees Expense 650 Maintenance Expense 
610 Cash Short and Over 655 Miscellaneous Expense 
612 Delivery Expense 657 Payroll Tax Expense 
615 Depreciation Expense—Delivery Equipment 660 Rent Expense 
620 Depreciation Expense—Office Equipment 665 Salaries Expense 
625 Depreciation Expense—Store Equipment 670 Supplies Expense 
630 Federal Corporate Income Tax Expense 675 Uncollectible Accounts Expense 
635 Insurance Expense 680 Utilities Expense 


640 Interest Expense 





BRE 
DIM 
GAL 
KLE 
MON 
RAH 
RAM 
SOU 
SUL 
TAM 
WON 
YOU 


Accounts Receivable Subsidiary Ledger 





Break Point Sports Club : CHA 
Dimaio, Joe : COM 
Galvin, Robert : DAR 
Klein, Casey : FAS 
Montero, Anita : GEA 
Rahim, Shashi : PRO 
Ramos, Gabriel 2 SLF 
South Branch High School Athletics SNS 


Sullivan, Megan 
Tammy's Fitness Club 
Wong, Kim 

Young, Lara 





Accounts Payable Subsidiary Ledger 


Champion Store Supply 


Computer Solutions ie 
Dara's Delivery Service i È a to, 
FastLane Athletics 173) 
Geary Office Supply 


Pro Runner Warehouse 
Sports Link Footwear 
Sports Nutrition Supply 
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CONNECT TO... 


EDUCATION 


drei 





A study performed by the 
Federation of Schools of 
Accountancy determined 
that writing and speaking 
are the subjects in which 
accounting students require 
the most extra work. The 
Federation also found that 
most accounting students 
would benefit from extra 
courses on multinational 
accounting, ethics, and other 
liberal-arts courses. 











Merchandise Inventory Account 


\ merchandising business buys goods from a wholesaler or a manufac 


turing business and then sells these goods to its customers. Goods bought for 


resale are called ‘merchandise . The items of merchandise the business has 
in stock are referred to as inventory . The inventory is represented in the 


general ledger by the asset account Merchandise Inventory. Increases to 
Merchandise Inventory are recorded as debits, and decreases are recorded 
as credits. The normal balance of the Mer- 


i i ; Merchandise Inventory 
chandise Inventory account is a debit. At 


the beginning of each period, the dollar Debit Credit 
t of hand tock is indi : 
amount ¢ 1 ; <e ock yi. _ | 
of merchandise in stock is indi eee | Denese Side 


cated by the debit balance in the Mer- Normal Balance 
chandise Inventory account. 
During the business operating cycle, the merchandise in stock is sold, 


and new inventory items are purchased to replace the ones sold. Separate 


accounts are used to record the sale of merchandise and the purchase of new 


merchandise. 


Sales Account 


When a retail merchandising business sells goods to a 
customer, the amount of the merchandise sold is recorded 
in the Sales account. Sales is a revenue account. Increases 
to the Sales account are recorded as credits, and decreases 


are recorded as debits. 
Sales 


The normal balance ot 
i } | li 
the Sales account is a Debit Credit 
oa 
Increase Side 
Normal Balance 


credit. Both sales for 


Decrease Side 
cash and on account are 


recorded as credits to the Sales account. 
Sales on account will affect the Accounts Receivable account, while 


cash sales will affect the Cash in Bank account. 


A MATTER OF ETHICS 


Confidentiality 


Imagine that you work as an accounting clerk 
for a fast-food franchise like Taco Bell. You have 
access to all the accounting records for the business. 

\ friend of yours has promised to hire you as 
an accountant when he opens his own Mexican 
food restaurant. He has asked you to share infor- 


mation about Taco Bell’s sales and expenses. 





Ethical Decision Making: 


@ What are the ethical issues? 
@ \Vhat are the alternatives? 
@ Who are the affected parties? 
& 


How do the alternatives affect 


the parties? 


& 


What would you do? 
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SECTIONI —Check Your Understanding 





Now that you have studied this section, complete the following questions and problems. 


Thinking Critically . 


1. Explain the two types of merchandising businesses. 





2. What type of account is Merchandise Inventory? 





Communicating Accounting 


You and your best friend, Inga Swenson, graduated from a prestigious art school. You 
have a degree in art history and business management; Inga has a degree in fine art. Inga 





is an award-winning weaver and creates wall hangings that are extremely popular in 
your community. Together you decide to form a business partnership. You want to open a 
retail store. Inga wants to sell directly to the customers at fairs and art shows. Draft a report 
to Inga that explains why selling art through a retail store is more profitable than seasonal 
shows and fairs. 



















Problem 14-1 Recording 
Merchandising Transactions 


Instructions Record the following transac- 
tions in T-account form in your working papers 
for Sharp Shot Camera Shop. A partial chart of 
accounts follows: 


General Ledger 

Cash in Bank 

Accounts Receivable 
Merchandise Inventory 
Accounts Payable 

Sales 


Date Iransactions 








Sold 10 Canon cameras on account for $3,000, Sales Slip 224. 


Sold 2 dozen photo albums for $150, cash, Sales Slip 225. 
Sold 4 rolls of 35mm film for $24 cash, Sales Slip 226. 
Sold a Canon camera to a customer for $380 cash, Sales Slip 227. 
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What You'll Learn 


* Howto record the sale of 





merchandise on account. 


e Howto use the accounts 


receivable subsidiary 
ledger. 


* Howto postto the 


accounts receivable 
subsidiary ledger. 


* The use of the Sales Tax 


Payable account, and its 
rules of debit and credit. 


* The use of the Sales 


Returns and Allow- 
ances account, and its 
rules of debit and credit. 


Why It's Important 


It is essential to record 
sales transactions correctly 
as they reflect the revenue 
of the business. 


KEY TERMS 


sale on account 

charge customer 

credit cards 

sales slip 

sales tax 

credit terms 

accounts receivable 
subsidiary ledger 

subsidiary ledger 

controlling account 

sales return 

sales allowance 

credit memorandum 

contra account 









Analyzing Sales 
Transactions 


In a merchandising business, the most frequent transaction is the 
sale of merchandise. Some businesses sell on a cash only basis. Others 
sell only on credit. Most businesses handle both cash and credit sales. 
Think about how many sales transactions a single Sears store records on 
a December day. Some customers pay with cash, some use a Sears credit 
card, and others use a bankcard such as VISA, MasterCard, or Discover. 
Each transaction is recorded so that at the end of the day, the store can 
report sales by each category (cash, credit card, and bankcard) and total 
sales. In this section, you will learn how to record the sale of merchan- 
dise on account. 

The sale of merchandise that 
will be paid for at a later date 
is called a sale on account , a 
charge sale, or a credit sale. The 
sale on account is made to a 
charge customer . Charge cus- 
tomers use credit cards issued 
by the business to make their 
purchases. A credit card, im- 
printed with the customer’s 
name and account number, facil- 


itates the sale on account. 


The Sales Slip 
A sales slip is a form that lists the details of a sale: 


e The date of the sale. 





e The name of the customer. 
e The description, quantity, and price of the item(s) sold. 


The description may include the physical details (such as “white ath- 
letic socks”), a stock number, or both. A sales slip is usually prepared in 
multiple copies. The customer receives the original as a receipt and as 
proof of purchase. The number of copies kept by the business varies with 
its needs. A copy is always used for accounting purposes as the source 
document for recording the journal entry. 

Pre-numbered sales slips help businesses keep track of all sales made 
on account. On Your Mark uses pre-numbered sales slips printed with its 
name and address. On Your Mark’s sales slip is shown in Figure 14-2. 

Notice that the total amount on the sales slip includes cost of the 
items sold and sales tax. 
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Sales Tax 


1) 


ON YOUR Manta 


ATHLETIC WEAR }< 


Most states and some cities tax the retail sale of goods and 
services. This tax is called a sales tax . Items subject to sales tax 


DATE: December 1, 20-- 


a 
595 Leslie Street, Dallas, TX 752077 \ 


NO. 50 








and sales tax rates vary from state to state. The sales tax rate is 






usually stated as a percentage of the sale, such as 5%. Sales tax 
rates are determined by each state’s taxing authority. 

The sales tax is paid by the customer and collected by the 
business. The business acts as the collection agent for the state cry 


Casey Klein 
3345 Spring Creek Parkway 
Plano, Texas 75074 


UNIT 
























DESCRIPTION PRICE | AMOUNT 
or city government. (In the future, we will refer only to the state 1 | Pair Running Shoes | $ 100.00] $ 100 00 
government.) At the time of the sale, the business adds the sales 6 | Pair Athletic Socks 10.00 60 00 
tax to the total selling price of the goods. Periodically, the busi- 1 | Vinyl Jacket/Pants 40.00 40 00 





ness sends the collected sales tax to the state. Until the state is 
paid, however, the sales tax collected from customers represents 
a liability of the business. The business keeps a record of the 
sales tax owed to the state 
in a liability account 
called Sales Tax Payable. 
For Sales Tax Payable, the 
increase and balance side is a credit 
and the decrease side is a debit. 


Sales Tax Payable 


Debit Credit 
_ + 
Decrease Side Increase Side 
Normal Balance 


Calculating Sales Tax 


To calculate the sales tax, multiply the total selling price of the mer- 
chandise by the sales tax rate. Refer to Figure 14-2. Casey Klein bought $200 
worth of merchandise. The sales tax rate is 6%. The sales clerk multiplied 
$200 by 6% (.06) to compute the $12 sales tax. The total transaction amount 
is $212. 

Not all sales of retail merchandise are taxed. In most states, sales made to 
tax-exempt organizations, such as schools, are not taxed. For example, South 
Branch High School purchased $1,500 worth of merchandise on account. Since 
schools are tax exempt, no sales tax is added to the amount of the sale. 


Credit Terms 


On the sales slip in Figure 14-2, space is provided to indicate the credit 
terms of the sale. Credit terms state the time allowed for payment. The 
credit terms for the sale to Casey Klein are n/30. The “n” stands for the net, 
or total, amount of the sale. The “30” stands for the number of days the cus- 
tomer has to pay for the merchandise. Casey Klein owes On Your Mark $212 
(the net amount) by December 31 (30 days after December 1). 


The Accounts Receivable Ledger 


Businesses with few charge customers usually include an Accounts 
Receivable account for each customer in the general ledger. A large busi- 
ness, however, with many charge customers, sets up a separate ledger that 
contains an account for each charge customer. This ledger is the accounts 


receivable subsidiary ledger . A subsidiary ledger is a ledger, or book, 


that contains detailed data summarized to a controlling account in the 


Section 2 








Thank You! 







SUBTOTAL 
SALES TAX 





Teen Spending 
Teens are major 
consumers in the U.S. 


economy, spending over 


$103 billion each year. 
Transactions per teen 


average $67 per week on 


$ 200 00 


$ 212 00 






Figure 14-2 On Your Mark 
Athletic Wear 
Sales Slip 


clothing, health and beauty 


aids, and entertainment. 
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‘SACGOUNTING 


| Proper Names 


When conducting 
business in the inter- 
national marketplace, it is 
important to address 
individuals in the proper 
manner. Some countries 
do not use the “first name- 
last name” style as used in 
the U.S. For example, in 
Spanish-speaking Latin 
America, the surname is a 
combination of the mother 
and father’s last names. 
The father’s name comes 
first and is the only one 
used in conversation. 








Figure 14-3 Subsidiary 
Ledger Account Form 





general ledger. For exampk, the accounts receivable subsidiary ledger 
contains details of all the individuals and businesses that owe money to 
a company. Summary information about accounts receivable appears in 
the Accounts Receivable account in the general ledger. Accounts 
Receivable is a controlling account because its balance equals the total 
of all the account balances in the subsidiary ledger. The balance of 
Accounts Receivable thus serves as a control on the accuracy of the 
balances in the accounts receivable subsidiary ledger after all posting 
is complete. 


‘ General Ledger 
Accounts Receivable—controlling account 


$ Sen 
Controlling account 
balance equals total 


Accounts Receivable Subsidiary Ledger 
Individual Accounts Within Ledger: 





Brown, Joshua $2,000 pes : 

ss of accounts in 
Clark, Gillian 3,000 subi lea 
Greene, Jason 1,000 e ai 


Perez, Sarita 4,000 
Total $ ‘eee 


The Accounts Receivable Subsidiary Ledger Form 


Figure 14-3 shows the accounts receivable subsidiary ledger form used 
by On Your Mark. 

The subsidiary ledger account form has lines at the top for the name 
and address of the customer. In a manual accounting system, subsidiary 
ledger accounts are arranged in alphabetical order. They are not usually 
numbered. In a computerized system, however, each charge customer is 
assigned a specific account number. 

Notice that the subsidiary ledger account form has only three amount 
columns. The Debit and Credit columns are used to record increases and 
decreases to the customer’s account. There is only one Balance column. Since 
Accounts Receivable is an asset account, the normal balance is a debit, so 


one balance amount is sufficient. 


wv 
NAME na i 
ADDRESS el ee 
DATE DESCRIPTION PS DEBIT CREDIT BALANCE 


Recording Sales on Account 

Recall that Roadrunner Delivery Service is a service business organized 
as a sole proprietorship. When Roadrunner provides delivery services and 
bills the customer, the Accounts Receivable and Delivery Revenue accounts 
are affected. Let's compare that transaction to a sale on account for a mer- 
chandising business, On Your Mark Athletic Wear. 
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ANALYSIS Identify 


Classify 


+/- 


——.___7_———_ e—— _ _rocoooo)D)Dlcllrcc_ 


4. 


DEBIT-CREDIT RULE 


T ACCOUNTS 


JOURNAL ENTRY 


Business Transaction 


On December 1 On Your Mark sold merchandise on account to Casey 
Klein for $200 plus sales tax of $12, Sales Slip SO. 


RE STS RASS EE a pea, kn la te a eee ref) | 
i 


ON YOUR MARK 
ATHLETIC WEAR 


DATE: December 1, 20-- 





7 Casey Klein 
ae 3345 Spring Creek Parkway 
i Plano, Texas 75074 














CLERK CASH CHARGE TERMS 
/ n/30 tdi 
The accounts affected are Accounts arty DESCRIPTION PRICE AMOUNT | 
Receivable (controlling), Accounts 1 | Pair Running Shoes | $100.00] $ 100 00 | 
5 . 6 | Pair Athletic Socks 10.00 60100 | 
Receivable—Casey Klein 1 | Vinyl Jacket/Pants 40.00 40|00 | 


(subsidiary), Sales, and Sales Tax 
Payable. 

Accounts Receivable (controlling) 
and Accounts Receivable—Casey 
Klein (subsidiary) are asset 
accounts. Sales is a revenue 
account. Sales Tax Payable is a 
liability account. | 
Accounts Receivable (controlling) and Accounts Receivable—Casey 
Klein (subsidiary) are increased by the total amount, $212 (dollar | 
amount of merchandise sold plus sales tax). Sales is increased by the 
dollar amount of merchandise sold, $200. Sales Tax Payable is 
increased by the amount of sales tax charged, $12. 





SUBTOTAL} $ 200/00 
SALES TAX 12/00 
Thank You! TOTAL | $212/00 














Increases to asset accounts are recorded as debits. Debit Accounts 
Receivable (controlling) for $212. Also debit Accounts Receivable— 
Casey Klein (subsidiary) for $212. 

Increases to revenue and liability accounts are recorded as credits. 
Credit Sales for $200 and Sales Tax Payable for $12. 








Accounts Receivable Sales 
: = 
| | 
Debit Credit Debit | Credit 
+ _ = | + 
| 200 


212 | 


Accounts Receivable 
Subsidiary Ledger 
Casey Klein Sales Tax Payable 


| 
Debit | 


Credit Debit | Credit 
+ = - | È 
212 | 12 





GENERAL JOURNAL pace 20 


DATE DESCRIPTION Seni DEBIT CREDIT 


120-- 
2 Dec. 1 Accts. Rec./Casey Klein 
3 Sales 

Sales Tax Payable 


Sales Slip SO 
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Notice that the debit in the general journal entry is to “Accounts 
Receivable/Casey Klein.” The slash indicates that two accounts are debited: 
Accounts Receivable (controlling) and Accounts Receivable—Casey Klein 





(subsidiary). 







To lessen the risk of 
error, use a calculator— 

preferably one that prints 
out a tape—to check your 
work. 


As mentioned earlier, when merchandise is sold to tax-exempt organi- 
zations, such as school districts, sales tax is not charged. An example of such 
a transaction follows. 

This transaction is analyzed and recorded in the same manner as the De- 






cember 1 entry for Casey Klein except there is no sales tax. On Your Mark's 
accountant debits Accounts Receivable/South Branch High School Ath- 
letics for $1,500 and credits the Sales account for $1,500. 


On December 3 On Your Mark sold merchandise on account to South Branch High School Athletics for 
| 
| 





$1,500, Sales Slip S1. 








| JOURNAL ENTRY 


| i GENERAL JOURNAL PAGE 20 
ON YOUR MARK a 
ATHLETIC WEAR ¥ DATE DESCRIPTION REF DEBIT CREDIT 


595 Leslie Street, Dallas, TX 75207 -— 


DATE December 3, 20-- NO. 51 3 Accts. Rec./So. Branch H.S. 



































6 
South Branch High School 3 . 
3000 1750 Rutgers Dr 7 Sales 
Dallas, TX 75207 n vpe 
3 
CLERK CASH CHARGE TERMS 8 Sales Slip 51 
BE v 2/10, n/30 9 
UNIT 
QTY DESCRIPTION | PRICE | AMOUNT 
15 | Baseball Uniforms $40.00|$ 600/00 a CL ez = 







15 | Baseball Caps 20.00} 300/00 
15 | Baseball Mitts 35.00| 525/00 
2 | Baseballs 15.00} 30/00 





3 | Baseball Bats 


Sales Returns and Allowances 


All merchandising businesses expect that some customers will be dis- 








SALES TAX 


TOTAL 






Thank You! $ 1,500| 00 


satisfied with their purchases. The reasons for dissatisfaction vary. An item 
may be damaged or defective. The color or size may be incorrect. Whatever 
the reason, merchants usually allow dissatisfied Customers to return mer- 
chandise. Any merchandise returned for credit or a cash refund is called a 
sales return . 

Sometimes a customer discovers that merchandise is damaged or 
defective but still usable. When this happens, the merchant may reduce the 
sales price for the damaged merchandise. A price reduction granted for dam- 
Posting a Sale aged goods kept by the customer is called a 
on Account The Credit Memorandum. [If the sales return or allowance occurs 

For sales on account, on a charge sale, the business usually prepares a credit memorandum. A 
the accounts receivable credit memorandum lists the details of a sales return or allowance. The 


ortion of the journal , e 
È charge customer’s account is credited (decreased) for the amount of the return 


Key Points 


entry is posted to both 
the controlling account 
in the general ledger 
and the customer's 
account in the 


or allowance. 

Figure 14-4 shows a credit memorandum, or credit memo, used by On 
Your Mark. The credit memo was prepared when Gabriel Ramos returned 
merchandise that he bought on account on November 29. Note that the 
credit memo includes a description of the returned item, the reasons for the 


subsidiary ledger. 
return, and the amount to be credited to Gabriel Ramos’ account. 
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On Your Mark's credit 
memo also includes spaces for 
the date and sales slip number 
of the original sale. Notice too 
that the total on the credit 
memo includes the sales tax 
charged on the original sale. 

The same form is used if 
Gabriel Ramos is instead given 
a sales allowance. Of course, 


ON YOUR MARK » 
ATHLETIC WEAR 


595 Le Street, Dallas, TX 75207 


pate. December 4, 20-- 


name: Gabriel Ramos 
appress: 278 Summit Avenue 
Dallas, TX 75206 


Gabriel Ramos 








the amount credited to his CUSTOMER SIGNATURE 





CREDIT MEMORANDUM NO. 124 
ORIGINAL ORIGINAL Wii ] 
SALES DATE SALES SLIP Xx MDSE | 
Nov. 29, 20-- No. 35 J.R. ae | 
QTY DESCRIPTION Mo | 
1 Athletic Suit $ 150: 00 
{ 
| 
REASON FOR RETURN SUB 
wrong color Tora | $150: 0 
THE TOTAL SHOWN AT THE SALES i 
RIGHT WILL BE CREDITED TAX 9:0 
TO YOUR ACCOUNT | 
TOTAL $ 159° 0 





account would be less. The 
credit granted for an allowance 
is the difference between the original sales price and the reduced price. 

On Your Mark's credit memos are pre-numbered and prepared in 
duplicate. The original is given to the customer. The copy is kept by the busi- 
ness and is the source document used for the journal entry to record the 
transaction. 

The Sales Returns and Allowances Account. 
Sales returns and allowances decrease the total revenue 
earned by a business. This decrease, however, is not recorded 
in the Sales account. Instead, a separate account called Sales 
Returns and Allowances is used. Sales Returns and 
Allowances summarizes the total returns and allowances for 
damaged, defective, or otherwise unsatisfactory merchan- 
dise. If the Sales Returns and Allowances account balance 
is large in proportion to the Sales account balance, there may 
be merchandising problems. The Sales Returns and Allow- 
ances account is carefully analyzed to detect any trouble. 

The Sales Returns and Allowances account is a contra 
account. Asa co) iccount , its balance decreases the bal- 
ance of its related account. Sales Returns and Allowances is 





more specifically classified as a contra revenue account because 


it is related to a revenue account, Sales. Since the normal balance side of 


Sales is a credit, the normal balance side of Sales Returns and Allowances 
is a debit. This relationship is shown below: 


Sales. Sales Returns and Allowances 
Debit Credit Debit | Credit 


Decrease Side Increase Side Increase Side Decrease Side 


CE 
| 
| 
- | + + | - 
| | 
| Normal Balance Normal Balance | 


Cash Refunds 


Sometimes a merchant will give a customer a cash refund instead of 
a credit. On Your Mark’s store policy is to give a cash refund only if the 
original sale was a cash sale. For cash refunds, the Cash in Bank account is 
credited instead of Accounts Receivable. 


Section 2 


aks Key Points 


Figure 14-4 Credit 
Memorandum 








Contra Accounts 

A contra account 
balance decreases the 
balance of its related 
account. The normal 
balance side of any 
contra account is 
always the opposite 
of the normal balance 
side of its related 
account. 
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Ei i iS ON YOUR MARK 
Business Transaction ATHLETIC WEAR bx 


On December 4 On Your Mark issued Credit Memo- BAe “1 [Athletic Suit 
i ; name Gabriel Ramos 
randum 124 to Gabriel Ramos for the return of merchan- ‘Sc 278 Summit Avenue 


dise purchased on account, $150 plus $9 sales tax. 
e _ —_—__rereccdtec _ rt 
1. 


ANALYSIS Identify 


Classify 


+/- 





DEBIT-CREDIT RULE 





T ACCOUNTS 





JOURNAL ENTRY 
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4. 


ON YOUR MARK F CREDIT MEMORANDUM NO. 124 











Nov. 29, 20--| No.35 | JR. | 


December 4, 20-- 





Dallas, TX 75206 


_ Gabriel Ramos 


CUSTOMER SIGNATURE 





The accounts 
affected are 
Accounts 
Receivable (controlling), Accounts Receivable—Gabriel Ramos 
(subsidiary), Sales Returns and Allowances, and Sales Tax Payable. 
Accounts Receivable (controlling) and Accounts Receivable—Gabriel 
Ramos (subsidiary) are asset accounts. Sales Returns and Allowances 
is a contra revenue account. Sales Tax Payable is a liability account. 
Sales Returns and Allowances is increased by $150. Sales Tax Payable 
is decreased by $9. Accounts Receivable (controlling) and Accounts 
Receivable—Gabriel Ramos (subsidiary) are decreased by $159. 





Increases to a contra revenue account are recorded as debits. Debit 
Sales Returns and Allowances for $150. Decreases to liability accounts 
are recorded as debits. Debit Sales Tax Payable for $9. 

Decreases to asset accounts are recorded as credits. Credit Accounts 
Receivable (controlling) for $159. Also credit Accounts Receivable— 
Gabriel Ramos (subsidiary) for $159. 





Accounts Receivable 


Sales Returns and Allowances 
Debit Credit Debit Credit 
+ | = + == 
| 159 150 


Accounts Receivable 
Subsidiary Ledger 


Gabriel Ramos Sales Tax Payable 








Debit Credit Debit Credit 
+ | - = + 
| 159 9 





GENERAL JOURNAL pace — 20 


POST 
REE DEBIT 


DATE DESCRIPTION CREDIT 

9 4 Sales Returns and Allowances 15000 9 
10 Sales Tax Payable 00 10 
11 Accts. Rec./Gabriel Ramos 15900 11 
12 Credit Memorandum 124 12 
13 | 13 

















\ccounting for Sales and Cash Receipts 


Posting to the Accounts Receivable 
Subsidiary Ledger 


Refer to Figure 14-5. Look at the general journal entry. The credit is to 
Accts Rec./Gabriel Ramos. The slash indicates that both Accounts Receiv- 
Gabriel Ramos (subsidiary) are 





able (controlling) and Accounts Receivable 
credited. Notice that a diagonal line is entered in the Post. Ref. column. This 
diagonal line indicates that the amount, $159, is posted in fwo places: first to 
the Account Receivable controlling account in the general ledger and then 
to the Gabriel Ramos account in the accounts receivable subsidiary ledger. 

After the amount is posted to the Accounts Receivable controlling ac- 
count, the account number (115) is entered to the left of the diagonal line 
in the Posting Reference column. After the amount is posted to the sub- 
sidiary ledger account, Gabriel Ramos, a check mark (v) is entered to the 
right ot the diagonal line. 


GENERAL JOURNAL pace 20 _ 
DATE DESCRIPTION Nee DEBIT CREDIT 
I I I | 
9 4 Sales Returns and Allowances 410 150)00 \ 9 
10 Sales Tax Payable 220 | |9100 10 


11 Accts. Rec./Gabriel Ramos 


aun 


Using Symbols 
Spreadsheet software 

uses symbols to indicate 

mathematical operations. 

Here are the common 

symbols: 

* + means addition, 

* — means subtraction 
(or a negative number), 

* means multiplication, 
and 

e / means division. 





| ia | 159\00— 
12 Credit Memorandum 124 | | 12 | 





ACCOUNT No. 115 


ACCOUNT Accounts Receivable _ 


1 Post this amount 
to the Accounts 
Receivable control- 





DATE Description PSST DEBIT CREDIT om ate ae ling account 
20-- 2 Post this amount 
Dec. 1 Balance v 6.259 00 to the subsidiary 
1 G20. |212/00 6|47 1.00 ledger account. 
3 G20 1500\00 7\97 1\00 
4 G20 15900 7\812|00 
ACCOUNT Sales Tax Payable / ACCOUNT NO. 220 
DATE —_pescription St DEBIT CREDIT n BALANCE ai 
20-- 
Dec. 1 Balance v 130000 
1 G20 | 12\00 1|3)1(2|00 
4 G20 9/00 1303.00 











ACCOUNT Sales Returns and Allowances 


POST. 


DATE DESCRIPTION ger DEBIT 
20-- 
Dec. 1 Balance v 

4 G20 150,00 


name Gabriel Ramos 


CREDIT 





ADDRESS _278 Summit Ave., Dallas, TX 75206 ; 





DATE DESCRIPTION 
20-- 
Dec. 1 Balance 


Figure 14-5 Posting to . 


the Accounts Receivable 
Subsidiary Ledger 


POST 
REF DEBIT 


/ 


G20 


Section 2 


ACCOUNT NO| 7/0 


BALANCE 
DEBIT 


185000 
200000 


CREDIT BALANCE 





15900 
159/00 
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SECTION 2 Check Your Understanding 


Now that you have studied this section, complete the following questions and problems. 





Thinking Critically 
1. Businesses collect sales tax from customers. In what account is the sales tax recorded? 
| 2. Explain this term: n/30. 





3. The normal balance for an Accounts Receivable subsidiary account is a debit. Under what 
circumstances would a customer’s account have a credit balance? 


Analyzing Accounting 


From Rags to Riches is a local consignment clothing store. You 





are the office manager for the store. The owner, Patty Potter, has ex- 
tended quite a bit of “in store credit” to her customers. As you ana- 
lyze the books, you can see that sales on account are significant and 
many accounts may be uncollectible. To help Patty understand her 
problem, design a diagram to show the operating cycle for sales on 
account. Pair up with a classmate and explain your diagram. 











Problem 14-2 Recording Sales on Account and 
Sales Returns and Allowances Transactions 


Instructions In your working papers, record the following transactions of Alpine Ski Shop 
on page 2 of the general journal. Use the following accounts: 


General Ledger 


Cash in Bank Sales Tax Payable 
Accounts Receivable Accounts Payable 
Merchandise Inventory Sales 


Sales Returns and Allowances 


Accounts Receivable Subsidiary Ledger 
Palmer, James 
Rodriguez, Anna 


Transactions 


Sold $300 in merchandise plus sales tax of $18 on account to James Palmer, Sales 
Slip 101. 

Sold $600 in merchandise plus $36 sales tax to Anna Rodriguez on account, 
Sales Slip 102. 

Issued Credit Memorandum 15 to James Palmer for the return of $300 in 
merchandise plus sales tax of $18. 

Anna Rodriguez telephoned the manager of Alpine Ski Shop and said that the 
zipper on her ski jacket is broken. The manager agreed to give her a $40 credit 
on her purchase, plus a $2.40 sales tax credit, Credit Memorandum 16. 
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Analyzing Cash 
Receipt Transactions 


Whether it’s the Los Angeles Metropoli- 
tan Transit Authority collecting fares from its 
bus passengers or Baskin-Robbins ringing up 
sales for ice cream, each business must 
account for cash receipts. In this section, 
you'll explore cash sales, charge sales, bank- 
card sales, and cash discounts. 


Kinds of Cash Receipts 


A transaction in which money comes in 
to a business is referred to asa cash rt. 
The three most common sources of cash for a 
merchandising business are payments from 
charge customers, cash sales, and bankcard 
sales. Cash is also received, though much less frequently, from such trans- 
actions as the sale of an asset other than merchandise inventory. Let's 
learn how to handle these four kinds of cash receipts. 


Cash Sales 


ash sale transaction, the business receives full payment for 
the merchandise sold at the time of the sale. The proof of sale and the 
source document generated by a cash sale transaction differ from those 





for a sale on account. 

Most retailers use a cash register to record cash sales. Instead of using 
preprinted sales slips, cash sales are recorded on two rolls of paper tape 
inside the cash register. When a cash sale occurs, the details of the sale 
are printed on the two tapes at the same time. The portion of one tape 
that contains a record of the sale is torn off and handed to the customer 
as a receipt. The other tape remains in the register. 


Totaling Cash Sales 


At the end of the day, the cash register is totaled and cleared. The 
total cash sales and the total sales taxes collected on those sales are listed 
on the cash register tape. The tape also shows the total charge sales for 
the day. A proof is usually prepared to show that the amount of cash in 
the cash register equals the amount of cash sales and sales tax recorded 
on the cash register tape. The proof and the tape are sent to the 
accounting clerk, who uses the tape, Figure 14-6, as the source docu- 
ment for the journal entry to record the day’s cash sales. 


Section 3 Analyzing Cash Receipt Transactions 





= 
What You'll Learn 


* Howto record cash 
receipt transactions. 

e The use of the Sales 
Discounts account, and 
its rules of debit and 
credit. 


Why It's Important 


It is essential to 
understand the various 
ways that businesses 
receive cash and how to 
record the receipt of cash. 


cash receipt 
cash sale 


bankcard 
cash discount 
sales discount 





Cash Sales 
| 
Dec. 15 | 
Tape 
3000.00 CA 
180.00 ST 
Sales Tax 


Figure 14-6 Cash 
Register Tape 
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Figure 14-7 Receipt 
for Cash Received from 
a Charge Customer 





Bankcard Sales 


Dec. 15 
Tape 55 
700.00 BCS 
42.00 ST 
Sales Tax 


Figure 14-8 Bankcard 
Sales Tape 


Cash from Charge-Customers 


Businesses record cash received on account from charge customers by 
preparing receipts. A receipt, shown in Figure 14-7, is a form that serves as 
a record of cash received. Receipts are pre-numbered and may be prepared 
in multiple copies. The receipt is a source document for the journal entry. 
As you can see, the receipt lists the date the cash was received, the customer’s 
name, the amount received, and an explanation of the transaction. 





ON YOUR MARK op RECEIPT 

ATHLETIC WEAR i< 

595 Leslie Street, Dallas, TX 75207 E \ No. 301 
Dec. 5 DO 

RECEIVED FROM Casey Klein 000 $ 212.00 

Two hundred twelve and 100 —_—_—__—>=—= = DOLFARS 





FOR On account | 





RECEIVED BY Michael Smith 





Bankcard Sales 


Many businesses accept bankcards. Unlike a 
credit card, which is issued by a business and is used 
for purchases only at that business, a bankcard is 
issued by a bank and honored by many businesses. 
The most widely used bankcards in North America 
are VISA, MasterCard, and Discover. 

Bankcard sales are processed differently from 
a store’s credit card sales. Since the bankcard 
holder has an account with the bank that issued 
the card, and not with the businesses where the 
card is used, a store receives cash from the bank soon after it deposits its 
bankcard sales slips. The store does not have to wait until the bank col- 
lects from the card holder. Therefore, bankcard sales are recorded as though 
they are cash sales. 

Processing Bankcard Sales. When a bankcard sale occurs, the 
sales clerk completes a multi-copy bankcard sales slip. The sales slip is in- 
serted into the cash register, which records the details of the sale on both 
the sales slip and the cash register tape. When the cash register is totaled at 
the end of the day, the total bankcard sales and the sales taxes for those 
sales are listed on the cash register tape. Since the cash register tape includes 
the bankcard sales, those sales are included on the daily cash proof. Bank- 
card sales are journalized from the same tape as the cash sales for the day. 
Figure 14-8 shows a cash register tape indicating the day’s bankcard sales 


and related sales tax. 
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A business deposits all bankcard sales slips in its checking account, using 
a special deposit slip. Deposits of bankcard sales slips are treated the same 
as cash deposits. There is often a three or four-day delay betore the amount 
of the deposit is credited to the business’s checking account. This is due to 
the time it takes the bank to collect the funds from the various banks that 


issued the customers’ bankcards. 


Other Cash Receipts 


Most of the cash receipts of a merchandising business result from the 
sale of merchandise. Cash may also be received from infrequently occurring 
transactions, such as the sale of assets other than merchandise or a loan from 
a bank. 

When such transactions do occur, a receipt is prepared to indicate the 
source of the cash received. This receipt is similar to that prepared for cash 
received from a charge customer. All the information needed for the journal 
entry is listed on the explanation line. 


Cash Discounts 





the amount a customer can deduct from the amount owed for purchased 


merchandise if payment is made within a certain time. A cash 
discount is an advantage to both the buyer and seller. There- 
fore, the buyer gets merchandise at a reduced cost, and the 
seller receives cash quickly. 

Businesses do not automatically offer cash discounts to all 
customers. Some businesses may offer cash discounts only to 
business customers. On Your Mark offers a cash discount to 
charge customers who buy merchandise in large quantities. Its 
credit terms are 2/10, n/30. These terms mean that the customer 
can deduct 2% of the cost of the merchandise if payment is 
made within 10 days of the sale date. Otherwise, the full (net) 
amount is due within 30 days. A cash discount, then, decreases the amount 
the business actually receives from the sale. Let's look at an example. 


Cash Discount Transactions 


On December 3 On Your Mark sold $1,500 worth of merchandise on 
account to South Branch High School Athletics. This transaction was 
recorded as a credit to Sales and a debit to Accounts Receivable for $1,500. 
If South Branch pays within 10 days (by December 13), On Your Mark will 
receive $1,470, or the original price less the cash discount of $30. These 
amounts are determined as follows: 


LL Merchandise Sold x Discount Rate = Discount 
$1,500 X 02 = $30 
; i Amount Paid 
2 Sales Slip Amount — Discount Amount = Within Discount Period 


$1,500 = $30 = $1,470 


Section 3 





Key Points © 


Bankcard Accounts 
Ihe bankcard 












holder has an account 
with the bank that 
issued the card, not 
with the businesses 
where the card is used. 









THE FIRST COMPUTER 
Remington Rand intro- 
duced the UNIVAC, the first 
commercially successful 
computer, in 1951. It con- 
tained 5,500 vacuum tubes, 
was large enough to con- 
sume the space in several 
rooms, and was sold to 
businesses and scientists. 
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Key Points 


Sales Discounts Account 
Sales Discounts, a 






contra revenue 
| account, reduces the 
| balance of its related 
| account, Sales. 





| 
L a = 








On December 5 On Your Mark received _Dec.5 99 -- 
$212 from Casey Klein to apply to her account, RECEIVED FROM Casey Klein 212.00 
Receipt 301 Two hundred twelve and "0/10 — ___________ DOLLARS 
| FOR On account e IA 
eis ___w aper" | i x } cu ngi 


ANALYSIS Identify 


Classify 


+/- 


A 


DEBIT-CREDIT RULE 


s a ON YOUR MARK 9p RECEIPT ~ | 
Business Transaction ATHLETIC WEAR Kc RECÒ: 
595 Leslie Street, Dallas, TX 7520777 


Which accounts are involved in this cash receipt transaction? Cash in 
Bank is debited tor $1,470, the amount of cash actually received. Accounts 
Receivable is credited for the full $1,500 because the customer paid for the 
merchandise and doesn't owe any more on the purchase. The difference 
between $1,500 and $1,470, $30, is the discount amount. 

A separate account is used to record cash discounts taken by customers. 
Ihe $30 discount is entered in a contra revenue account called Sales 
Discounts, which reduces the revenue earned from sales. The normal balance 
of the Sales account is a credit. The normal balance of the Sales Discounts 
account is a debit. 


Sales Sales Discounts 


Debit Credit sia | 
7 + | 
Decrease Side 


Decrease Side Increase Side uu Side 


Normal Balance Normal Balance 


A cash discount is recorded only when the customer pays for the 
merchandise within the time stated. The discount is on the price of 
the merchandise before taxes. 


Recording Cash Received 
from Charge Customers 


Let's look at a business transaction involving receipt of cash from 
a charge customer. 





RECEIVED BY_ Michael Smith 
1. The accounts 


affected are 
Cash in Bank, 
Accounts Receivable (controlling), Accounts Receivable—Casey Klein 
(subsidiary). 

2. Cashin Bank, Accounts Receivable (controlling), and Accounts 
Receivable—Casey Klein (subsidiary) are asset accounts. 

3. Cash in Bank is increased by $212. Accounts Receivable (controlling) 
and Accounts Receivable—Casey Klein (subsidiary) are decreased 
by $212. 


4. Increases to asset accounts are recorded as debits. Debit Cash in Bank 
for $212. 

5. Decreases to asset accounts are recorded as credits. Credit Accounts 
Receivable (controlling) for $212. Also credit Accounts Receivable— 
Casey Klein (subsidiary) for $212. 


= a ee _ 
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A I I E DA NRE NINE 4 I 
T ACCOUNTS 6. Cash in Bank Accounts Receivable 


Debit Credit Debit | Credit 
+ { 
212 212 | 


Accounts Receivable 
Subsidiary Ledger 
Casey Klein 
T 








Debit | Credit 
+ 
212 
JOURNAL ENTRY 7. 
GENERAL JOURNAL PAGE 20 
DATE DESCRIPTION po! DEBIT CREDIT 


5 Cash in Bank 
Accts. Rec./Casey Klein 


Receipt 301 











Recording Cash Received on Account 
with a Cash Discount 


When a customer pays for a purchase on account within the discount 
period, the amount paid equals the amount of the invoice less the cash dis- 
count. Let’s record a cash discount transaction. 


È x ON YOUR MARK “p> RECEIPT | 
Business Transaction On Ioni MATE e i; 


595 Leslie Street, Dallas, TX 75207 7“ XI 








On December 12 On Your Mark received $1,470 Dec. 12 50 -- | 
from South Branch High School Athletics in payment RECEIVED FROM _ South Branch H.S. Athletics ¢ 1,470.00 _ 
of Sales Slip 51 for $1,500 less the discount of $30, One thousand four hundred seventy and "°/100 —_ DOLLARS 
Receipt 302. FOR _On account ae — / 

RECEIVED BY Michael Suuth 
SS EE RETIN IOLA NITE ETS TEVERE SM DEI e AR 
ANALYSIS Identify 1. The accounts 
affected are 


Cash in Bank, Sales Discounts, Accounts Receivable (controlling), and 
Accounts Receivable—South Branch High School Athletics 
(subsidiary). 

Classify 2. Cash in Bank, Accounts Receivable (controlling), and Accounts 
Receivable—South Branch High School Athletics (subsidiary) are asset 
accounts. Sales Discounts is a contra revenue account. 

+/- 3. Cash in Bank is increased by $1,470. Sales Discounts Is increased by $30. 
Accounts Receivable (controlling), and Accounts Receivable—South 
Branch High School Athletics (subsidiary) are decreased by $1,500. 


TT | 
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DEBIT-CREDIT RULE 4. Increases to asset accounts are recorded as debits. Debit Cash in Bank 
for $1,470. Increases to contra revenue accounts are recorded as debits. 
Debit Sales Discounts for $30. 
5. Decreases to asset accounts are recorded as credits. Credit Accounts 
Receivable (controlling) for $1,500. Also credit Accounts Receivable— 
South Branch High School Athletics (subsidiary) for $1,500. 







































I ACCOUNTS 6. Cash in Bank x n Accounts Receivable 
_ Dr —_______t = 
| Debit | Credit Debit Credit 
| # | = + - 
| 1,470 | 1,500 
| Accounts Receivable 
| Subsidiary Ledger 
Sales Discounts South Branch High School Athletics 
| Debit | Credit Debit Credit 
| + | : . - 
30 | 1,500 
| n uo 
| JOURNAL ENTRY 7. 
| GENERAL JOURNAL PAGE 20 
DATE DESCRIPTION OI DEBIT CREDIT 
16 12 Cash in Bank 147000 | 16 
17 Sales Discounts 3000 17 
18 Accts. Rec./South Br. H.S. 150000 18 
19 Receipt 302 19 
20 20 

















Recording Cash Sales 


As a rule, businesses journalize cash sales and make cash deposits daily. 
Let's look at the cash sales for December 15 for On Your Mark. 


i 5 eee o 
Business Transaction Tape 55 


| On December 15 On Your Mark had cash sales of $3,000 and collected 





| $180 in sales taxes, lape SS. 3000.00 CA 
| 180.00 ST 
Eat ee: e noi i AD en rete ene | =a 
ANALYSIS Identify 1. The accounts affected are Cash in Bank, 
Sales, and Sales Taxes Payable. | 
Classify 2. Cash in Bank is an asset account. Sales is 


a revenue account. Sales Tax Payable is a 
liability account. 

Li 3. Cash in Bank is increased by $3,180. Sales is increased by $3,000. 
Sales Tax Payable is increased by $180. 
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DEBIT-CREDIT RULE 4. Increases in asset accounts are recorded as debits. Debit Cash in Bank 
for $3,180. 
5. Increases in revenue and liability accounts are recorded as credits. Credit 
Sales for $3,000, and Sales Tax Payable for $180. 


A 





T ACCOUNTS 6. Cash in Bank Sales | 
Debit | Credit Debit | Credit 
+ È | + 
3,180 | | 3,000 
Sales Tax Payable 
Debit | Credit 
3 | 
| 180 
JOURNAL ENTRY 4 GENERAL JOURNAL pace 20 
DATE DESCRIPTION FEST DEBIT CREDIT 
20 15 Cash in Bank 31 8000 20 
21 Sales 3100000 21 
22 Sales Tax Payable 18000 22 
23 Tape 55 23 




















Recording Bankcard Sales 


Now let's record sales paid by bankcard. Notice how this is similar to 
recording cash sales. 








Dec. 15 i 
ILE LOI JaPR:Do 
On Your Mark had bankcard sales of $700 and collected $42 in related 700.00 BCS 
sales taxes on December 15, Tape 55. 42.00 ST 
oe SE IRE MIA TERRIER PIET eee e = 
ANALYSIS Identify 1. The accounts affected are Cash in Bank, 
Sales, and Sales Tax Payable. 
Classify 2. Cash in Bank is an asset account. Sales 
is a revenue account. Sales Tax Payable is a liability account. 
+/- 3. Cashin Bank is increased by $742. Sales is increased by $700. Sales 


Tax Payable is increased by $42. 


DEBIT-CREDIT RULE 4. Increases in asset accounts are recorded as debits. Debit Cash in Bank 
for $742. 


5. Increases in revenue and liability accounts are recorded as credits. Credit 
Sales for $700 and Sales Tax Payable for $42. 


gg 
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T ACCOUNTS 6 Cashin Bank oe Sales 
| | | 
| Debit | Credit Debit | Credit 
+ | 2 - - 


742 | | 700 





Sales Tax Payable 










Debit | Credit 
= | - 
| | 42 
| JOURNAL ENTRY 7. GENERAL JOURNAL pace 20 
| 
| DATE DESCRIPTION Pi DEBIT CREDIT 
| 24 15 Cash in Bank 74200 


| 25 Sales 
26 Sales Tax Payable 
Tape 55 












Recording Other Cash Receipts 


Occasionally a business receives cash from a transaction that does not in- 
volve the sale of merchandise. The Sales account is not used because the 
item is not a merchandise item. 





ON YOUR MARK p> RECEIPT 
ATHLETIC WEAR îx No. 303 


595 Leslie Street, Dallas, TX 75207 -~ 


B Py T 4 a _Dec.16_ 90-- | | 
usiness dA RECEIVED FROM_Mandy Harris ____— s$ 3000 | 


- , . > = Th no/ 
| On December 16 On Your Mark received $30 from pena: == DOLLARS 


| Mandy Harris, an office employee. She purchased a 





FOR calculator _ 


calculator that the business was no longer using, 
Receipt 303. rr seca 






| 
| JOURNAL ENTRY 
| GENERAL JOURNAL 


DATE DESCRIPTION Da 








28 16 Cash in Bank 

29 Office Equipment 
30 Receipt 303 

31 
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Figure 14-9 presents all the transactions discussed and illustrated in this 








chapter. 
Figure 14-9 Sales and 
GENERAL JOURNAL PAGE 20 Cash Receipt Transactions 
DATE DESCRIPTION Fio) DEBIT CREDIT 
1, 20-- | | 1 
2|| Dec. 1 Accts. Rec./Casey Klein 21200 | 2 
3 Sales | 200\00 3 
4 Sales Tax Payable | (1200 4 
5|| Sales Slip SO | | 5 
6 3. Accts. Rec./South Branch H.S. 1500 00 | 6 
7 Sales 1150000 7 
8 Sales Slip 51 | 8 
9| 4 Sales Returns and Allowances 150,00 9 
10 Sales Tax Payable | 9.00 | 10 
ti Accts. Rec./Gabriel Ramos | 15900 41 
12, Credit Memorandum 124 | 12 
13 5S Cash in Bank | 21200 |_| 13 
14 Accts. Rec./Casey Klein L 212/00 14 
15 Receipt 301 | 15 
16 12. Cash in Bank 11470,00 16 
17 Sales Discounts | 30 00 17 
18 Accts. Rec./South Branch H.S. |_| 1,500 00 18 
19 Receipt 302 19 
20. 15. Cash in Bank 3/180 00 | 20 
21 Sales | 3|000)00 21 
22 Sales Tax Payable | 180,00 22 
23 Tape 55 | 23 
24 1S Cash in Bank 742,00 | 24 
25 Sales | 700,00 25 
26 Sales Tax Payable 4200 26 
27 Tape SS | 27 
28 16 Cash in Bank 30 00 28 
29, Office Equipment | 3000 29 


Receipt 303 







ANALYZING FINANCIAL REPORTS 
The Founder’s Letter 


Each year, public corporations publish their financial reports for the past fiscal period in an annual 
report. The annual report presents a financial picture of the corporation, but it also highlights other 
information that the corporation wants to make public. One of the first items you'll see in most annual 
reports is a letter from the top executive officer in the company. For example, look at the “Founder’s Letter,” 
on page 797 in the Ben & Jerry’s annual report, parts of which are reproduced at the back of your textbook. 
For other companies, the annual report might be written by the CEO (the chief executive officer). 






> Analyze the Report: 
Use the Ben & Jerry’s Founder’s Letter to answer these questions: 
1. How would you summarize Ben & Jerry’s business philosophy? 
2. What three areas does the company include in its business mission? 
3. If you were considering a purchase of Ben & Jerry’s stock, would this letter influence your decision? 
Explain why or why not. 
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SII 3 Check Your Understanding. 





Now that you have studied this section, complete the following questions and problems. 





Thinking Critically 


1. Explain the process behind a bankcard transaction. 





2. Explain the benefits of a cash discount. 

3. The balance of the controlling account should equal the sum of the related subsidiary 
ledger accounts. What error might cause the sum of the subsidiary ledger accounts to be 
less than the controlling account balance? How would you find the error? 





Analyzing Accounting 


The following graph illustrates the 





6,000 






sales of flowers throughout the year 


sasanzazze. ROSES 






5,000 
Carnations 


for Randy’s Florist. 








4,000 
1. The sale of tulips was highest in 3.000 <= Iris 
which month? 2,000 lulip 
voces Li] ]1es 






2. Which type of flower sells at a 








T pe T 


January February. March April May June 


steady rate, regardless of the 
month? 
3. How would this graph be helpful in planning purchases for the year? Explain. 





Problem 14-3 Analyzing a 


‘Sj Source Document May 15 
Tape 40 


As the accounting clerk for Super Cycle Shop, you record 
the business transactions. The store’s manager hands you the 





source document shown here. 1000.00 CA 
60.00 ST 
Instructions Analyze the source document and record the 800.00 BCS 
necessary entries on page 17 of the general journal. 48.00 ST 
S399 ONDD2.4.440)h4 44) 





Problem 14-4 Recording Cash Receipts 


Commerce Technology, a computer equipment retailer, had the following selected tran- 
sactions in March. 


Instructions Record each transaction on page 4 of the general journal in your working 


papers. 


Date Transactions 





Sold one modem for $130 plus $10.40 sales tax, Sales Slip 49. 


Sold one computer monitor to Kelly Wilson on account for $300 plus $24 sales 
tax, Sales Slip SS. 
Bankcard sales totaled $750 plus $60 sales tax, Tape 6S. 
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10. 


11. 






KEY CONCEPTS 


CHAPTER 14 SUMMARY 





Retail firms buy merchandise to resell to consumers. Two of the accounts used by merchandising 


businesses are Merchandise Inventory and Sales. 


The Merchandise Inventory account is an asset account 
used to record the value ot the merchandise in stock. 


The Sales account is a revenue account used to record 
business income. 


A sales slip, prepared in multiple copies, lists the details of a 
sale on account. It is the source document for the journal 
entry. 


Most states and some cities tax the retail sale of goods. 
Businesses collect sales tax and record it as a liability in the 
Sales Tax Payable account. Later the business sends a check 
to the state for the sales tax collected. 


The Sales Returns and Allowances account is used to record 
the credit granted to charge customers for returned or 
damaged merchandise. 


The cash received by a business is recorded on receipts and 
cash register tapes. These receipts and tapes are the source 


documents for the journal entries. 


Bankcard sales are recorded as cash sales. 


Merchandise Inventory 


Debit 
+ 
Increase Side 
Normal Balance 


S 


nuo 


Debit 


Decrease Side 


Debit 


Decrease Side 


+ 


Credit 


Decrease Side 


ales 


Credit 
+ 
Increase Side 
Normal Balance 


Sales Tax Payable 


Credit 
+ 
| Increase Side 
| Normal Balance 


Sales Returns and Allowances 


Debit 
+ 
Increase Side 
Normal Balance 


Tr = 
| Credit 


Decrease Side 


Some merchandising businesses grant cash discounts to customers who pay for their credit 


purchases within a certain time period. The time period and amount of the discount are 


indicated in the credit terms of the purchases. 


The Sales Discounts account is used to record the amount ot 
any cash discount taken by charge customers. 


Accounts Receivable is a controlling account. Its balance 
must equal the sum of the customer account balances in the 
accounts receivable subsidiary ledger. 


Increase Side 
Normal Balance 
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Sales Discounts 


a 


| 
Credit 
i Decrease Side 
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You have just hired Geotfrey Hillman to be the accounting clerk for the Hats Off Corporation, a 
merchandiser of hats, caps, and scarves. Geoffrey worked as a payroll clerk, but not in sales or cash 
receipts jobs. To help him, you’ve offered to write on note cards the definitions of the following 
terms. Provide an example of each term_ when possible. 


ledger 
bankcard 
cash discount 
cash receipt 
| cash sale 
charge customer 
contra account 
| controlling account 
credit cards 
credit memorandum 





credit terms 


accounts receivable subsidiary 








inventory 
merchandise 
retailer 

sale on account 
Sales 

sales allowance 
sales discount 
sales return 
sales slip 

sales tax 
subsidiary ledger 
wholesaler 
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Instructions: 


. What is the difference between a wholesaler and a retailer? 


. Classify the following accounts: Merchandise Inventory, Sales, Sales Returns and Allowances, 


. What four accounts are affected by a sale of merchandise on account? 


. Why is a diagonal line drawn in the posting reference column when journalizing a sale of 
. What are the source documents for recording cash sales, bankcard sales, and cash received 
. Why are bankcard sales considered a form of cash sales? 


9, 


10. 





Understanding Accounting 
Concepts and Procedures 


On a separate sheet of paper, answer the following questions: 


Explain the difference between a merchandising business and a service business. 


Sales Discounts, and Sales Tax Payable. 


How does a merchandising business act as a collection agency for the state government? 


merchandise on account? 


from a charge customer? 


Why would a business offer a cash discount to its customers? 


Which accounts are affected when a business receives a payment from a charge customer who 
has taken a cash discount? 
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Case Study... 


Merchandising Business: Videotapes 
Felix Andersen is a film buff. His business, Video 


Source, specializes in foreign titles and classic film 
collections. Video Source uses a manual accounting 
system. Sales are recorded from cash register tapes at 
the end of the day. Felix is thinking of updating to an 
electronic cash register that records sales information 
directly into a computerized accounting system. 


ii Critically: 
. What are the benefits of converting to an 
electronic system? 
2. Explain how an analysis of sales would help when 
making decisions about what types of videos to 
stock. 


Conducting an Audit with Alex 


You are an accounting intern for Computer 
* Solutions Incorporated. Your supervisor, Lisa 
Lane, would like you to review the accounts 
® receivable subsidiary ledger. You decide to 
prepare a schedule of accounts receivable. 


Instructions 
Use the information below to prepare the 
schedule on a separate sheet of paper. Does 
the controlling account balance equal the 

~ Sum of the subsidiary accounts? 


Accounts Receivable Subsidiary Ledger 


Amanda Shively $ 47.90 
Kate Right 98.50 
St. Andrews Community Center 359.60 
West Heights School District 885.45 
Randy Sabin 145.50 


Accounts Receivable 
Controlling Account Balance $1,936:99 





Ha 








NATI 





interNET 


Becoming Part of an 


Organization 

Becoming part of an organiza- 
tion helps us feel vibrant and 
involved. The same holds true in 
the world of work. Accounting 
organizations provide a place for 
professionals to exchange ideas, 
discuss issues, and gather infor- 
mation about current trends. 





Do This: 

1. Find out which accounting orga- 
nizations have Web sites. Make a 
list of three accounting organi- 
zations you find on the Internet. 


N 


. For each organization, where 
would you write or call for 
membership information? 

3. How would membership in this 

organization help accounting 

students? 


Workplace Skills î 


Allocating Time, Money, Materials, 
Space, and Staff 

When you operate a business, you are 
constantly evaluating the effective use of your 
company’s resources. These resources include 
time, money, materials, space, and staff. 


On the Job: 

You are the owner of the Retro Cafe, a late- 
night spot for young professionals and college 
students. The café is open from 11:00 a.m. until 
midnight. You review the month’s financial 
reports and find that the café is showing a net 
loss for the third month in a row. 

Thinking Critically: 

1. To help you gather information from your 
employees, design a staff evaluation form 
regarding menu, staffing, and hours of 
operation. 

. In reviewing sales figures, you discover that 
most of your sales happen after 3:00 p.m. What 
are the possible staffing implications? 
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Sales and Cash Receipts 
Making the Transition from a Manual to a Computerized System 


Recording Sales 
Transactions 


. General journal entries are prepared 
based on a sales slip or an invoice. 

. Journal entries are prepared and 
posted to the appropriate general 
ledger accounts. 

. New account balances must be 
calculated. 


Recording Cash Receipts 
Transactions 


. Journal entries are prepared based on 


tapes. 

. Journal entries are prepared and 
posted to the appropriate general 
ledger accounts. 

3. New account balances must be 
calculated. 


Peachtree Question 


deposit slips, receipts, or cash register 


. Invoices can be created with the 


sottware and posted to the general 
ledger accounts at the same time. 


. New account balances are calculated 


for you. 


. Deposits are recorded and posted to 


the general ledger using the cash 
receipts task item. 


. General ledger accounts are updated 


automatically. 


Description 


How do I record a cash sale or a 
miscellaneous receipt? 


How do I record a sale on 
account? 


How do I record a cash receipt 
from a customer on account? 


. From the Tasks menu, select Receipts. 
. Enter a reference number (generally the customer’s check number). 


3. In the Cash Account list, enter the bank account in which the receipt 


is deposited. 

. Select the Apply to Revenues tab. Then, enter the line items on the 
receipt. (For a miscellaneous receipt, select the appropriate general 
ledger account. The Sales account is the default account.) 

. Click Post. 


. From the Tasks menu, select Sales/Invoicing. 
. Enter customer ID and invoice number. 

. Click on the Apply to Sales tab. 

. Enter details of the invoice and amount. 

. Click Post. 


. From the Tasks menu, select Receipts. 
. Enter a reference number (generally the customer’s check number). 


3. In the Cash Account list, enter the bank account in which the receipt 


is to be deposited. 
. Select the Apply to Invoice tab. Then, select the invoice being paid. 
. Click Post. 
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CHAPTER 14 PROBLEMS 


APPLICATION OPTION 


eer i Complete chapter 
* problems one of three 


ways: 











|A de 


Problem 14-5 Recording è 
Sales and Cash Receipts Ff 






Manual Glencoe 


Sunset Surfwear, a California-based Were Paper 
merchandising store, had the following ae 
sales and cash receipt o for Recliania 
January. The partial chart of accounts for Windows 
Sunset Surfwear follows. estoni 
or 
General Ledger Cieicoe 
101 Cash in Bank 401 Sales 3 Integrated 
115 Accounts Receivable 405 Sales Discounts Accounting 
215 Sales Tax Payable 410 Sales Returns and Allowances o ta 
. (Refer to software 
Accounts Receivable Subsidiary Ledger instructions) 
ADA Adams, Martha MOU Moulder, Nate (Problem 14-9) 
HAM Hamilton, Alex WES Westwood High School Athletics 


JUN1 Jun, Helen 






ul’ PEACHTREE 
SMART GUIDE 


Step-by-Step Instructions: 
Problem 14-5 


. Start Peachtree and 
open Sunset Surfwear 
(Prob. 14-5). 

2. Rename the problem set 

by using your initials. 

3. Enter all sales on account 
transactions using the 
Sales/Invoicing option 
in the Tasks menu. 

4. Process all credit 
memorandums using the 
Sales/Invoicing and 
Receipts options. 

5. Record all cash receipts 
transactions using the 
Receipts option. 

6. Print a Sales Journal 
report and a Cash 
Receipts Journal report. 

7. Proof your work and 
make any needed 
corrections. 

8. Print a GL report to 
answer the Analyze 
question. 

9. End the session. 





Instructions Record the following transactions on page 20 of the general 
journal. 


Sold $300 in merchandise plus a sales tax of $18 on account to 
Martha Adams, Sales Slip 777. 

Sold $1,500 in merchandise on account to Westwood High 
School Athletics, Sales Slip 778. 

Received $400 from Alex Hamilton on account, Receipt 345. 
Issued Credit Memorandum 102 to Martha Adams for $318 
covering $300 in returned merchandise plus $18 sales tax. 
Recorded cash sales of $800 plus $48 in sales tax, Tape 39. 
Recorded bankcard sales of $900 plus $54 in sales tax, 

Tape 39. 

Received $1,500 from Westwood High School Athletics in 
payment of Sales Slip 778, Receipt 346. 

Sold $1,200 in merchandise plus sales tax of $72 on account to 
Helen Jun, Sales Slip 779. 

Granted a $106 sales allowance to Helen Jun, which includes 
$100 for damaged merchandise she kept and sales tax of $6, 
Credit Memorandum 103. 

Received $500 from a charge customer, Nate Moulder, in 
payment of his $500 account, Receipt 347. 























ri 






Analyze: What is the sum of all the debits to the Sales Returns and 
Allowances account during January? 
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FN teh 


(9 MF: 1:123 
SMART GUIDE 


Step-by-Step Instructions: 
Problem 14-6 









Problem 14-6 Posting Sales and Cash Receipts 





The January transactions for InBeat CD Shop are recorded 


on page 15 of the general journal. 


Grea aya 


























| 1. Start Peachtree and open Instructions Post the transactions to the general ledger 
| i ae and subsidiary ledger in your working papers. Hits 
| 2. Rename the problem set _ 
| by using your initials. 
| 3. Choose General Ledger GENERAL JOURNAL PAGE 15 __ 
from the Reports menu. 
4. Print a General Ledger DATE DESCRIPTION oe DEBIT CREDIT 
5. chi Accounts MS a i ì 
Receivable report area. 2 Jan. 1 Cash in Bank 388 00 2 
6. From the list on the right, 3 Sales Discounts | (12,00 | 3 
select and print the 4 Accts. Rec./Alicia Alvarez | | 40000 4 
Customer Ledgers report. È Receipt 92 | | E 
5 Compare each Steady 6 4. Accts. Rec./Dena Greenburg | 7 315 00 6 
in your working papers / 4 
to the GL report and 7 Sales al 70 0100. 7 
| Customer Ledgers report. 8 Sales Tax Payable |_| 135100 8 
8. Use the GL report to 9 Sales Slip 60 9 
answer the Analyze 10 6 Cash in Bank 2\100,00 |_| 10 
| ee ee ni Sales LI 2000/00 11 
12 Sales Tax Payable |_| 100,00 12 
13 Tape 32 | 13 
14 6 Cash in Bank 3115000 | 14 
15 Sales | 31000)00 15 
16 Sales Tax Payable | 150,00 16 
17 Tape 32 | 17 
18 8 Sales Returns and Allowances 700,00 |_| 18 
19 Sales Tax Payable | | 35|00 fa 19 
20 Accts. Rec./ Dena Greenburg | 735|00 20 
21 Credit Memorandum 15 |_| Lal 21 
22 10. Cash in Bank 1135 8100 |_| 22 
23 Sales Discounts | 42 00 il 23 
24 Accts. Rec./Joe Montoya |_| 11400|00 24 
25 Receipt 93 tie | 25 
26 15. Accts. Rec./Alicia Alvarez 42000 | | 26 
27 Sales 400/00 27 
| 28 Sales Tax Payable | | 20/00 28 
29 Sales Slip 61 |_| [al 29 
| 30 27 Cash in Bank | 1 365 00 4 30 
| 31 Accts. Rec./Chelsea Wright |_| 1136500 31 
| 32 Receipt 94 | Î 32 
| 33 33 
| 
Analyze: What is the ending balance in the Sales Discounts account for 
January? 
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Problem 14-7 Recording Sales and Cash Receipts 


Shutterbug Cameras had the following transactions during January. The 


partial chart of accounts for Shutterbug is shown below. 


General Ledger 
101 Cash in Bank 
115 Accounts Receivable 
130 Supplies 
215 Sales Tax Payable 


401 Sales 
405 Sales Discounts 


Accounts Receivable Subsidiary Ledger 
DIA Diaz, Arturo NAK Nakata, Yoko 
FAS FastForward Productions SUL Sullivan, Heather 


PROBLEMS 


oon 
Wl PEACHTREE 


SMART GUIDE 





Step-by-Step Instructions: 
Problem 14-7 


1. 


410 Sales Returns and Allowances 


Instructions Record the transactions on page 5 of the general journal in 
your working papers. 


[Date [SS fiansactions SSCS 


Sold merchandise on account to Yoko Nakata for $250 plus a 
4% sales tax of $10, Sales Slip 90. 

Received $50 in cash from the sale of supplies to Betty’s 
Boutique, Receipt 201. 

Sold $300 in merchandise plus a sales tax of $12 to Arturo 
Diaz on account, Sales Slip 91. 

Sold on account $1,500 in merchandise plus a sales tax of 
$60 to FastForward Productions, credit terms 2/10, n/30, 
Sales Slip 92. 

Issued Credit Memorandum 20 for $312 to Arturo Diaz, 
which includes $300 in merchandise returned by him plus 
sales tax of $12. 

Received a check for $260 from Yoko Nakata in full payment 
of his account, Receipt 202. 

Cash sales amounted to $2,500 plus $100 in sales tax, Tape 75. 
Bankcard sales were $3,000 plus $120 in sales tax, Tape 75. 
Received a check for $1,530 from FastForward Productions 
in payment of their $1,560 account balance less a 2% cash 
discount of $30, Receipt 203. (Remember cash discounts are 
calculated on the value of the merchandise only.) 

Granted Heather Sullivan a $104 allowance for damaged 
merchandise of $100 plus a 4% sales tax of $4, Credit 
Memorandum 21. 


What is the net amount of sales tax collected for the month 


based on these transactions? 
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Start Peachtree and open 
Shutterbug Cameras 
(Prob. 14-7). 


. Rename the problem set 


by using your initials. 


. Enter all sales on account 


transactions using the 
Sales/Invoicing option. 


. Process all credit 


memorandums using the 
Sales/Invoicing and 
Receipts options. 


. Record all cash receipts 


using the Receipts 
option. 


. Print a Sales Journal and 


a Cash Receipts Journal 
report. 


. Proof your work. Make 


any needed corrections. 


. Print a GL report to 


answer the Analyze 
question. 


. End the session. 


Problems 383 


















































2. 


384 


SMART GUIDE 


Step-by-Step Instructions: 
Problem 14-8 


a: 


Start Peachtree and open 
River's Edge (Prob. 14-8). 
Rename the problem set 
by using your initials. 


. Enter all sales on account 


transactions using the 
Sales/Invoicing option. 


. Process all credit 


memorandums using 
the Sales/Invoicing and 
Receipts options. 


. Record all cash receipts 


using the Receipts 
option. 


. Print a Sales Journal and 


Cash Receipts journal 
report. 


. Proof your work. Make 


any needed corrections. 


. Print a GL report to 


answer the Analyze 
question. 


. End the session. 
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Problem 14-8 Recording Sales 
and Cash Receipt Transactions 






River’s Edge Canoe & Kayak is a merchandising 






business in Wyoming. The partial chart of accounts 






tollows: 







General Ledger 


101 Cash in Bank 401 Sales 

115 Accounts Receivable 405 Sales Discounts 

135 Supplies 410 Sales Returns and Allowances 
215 Sales Tax Payable 


Accounts Receivable Subsidiary Ledger 
ADV Adventure River Tours WILD Wildwood Resorts 
DRA Drake, Paul WU Wu, Kim 


Instructions. Record January transactions on page 10 of the general 


journal. 






Iransactions 





Date 








Sold $2,000 in merchandise on account to Wildwood Resorts, 
a tax-exempt agency, credit terms 3/15, n/30, Sales Slip 103. 
Granted Wildwood Resorts a $150 credit allowance for 
defective merchandise, Credit Memorandum 33. 

Received $485 from Adventure River Tours for $500 in 
merchandise sold to them on Dec. 27 less a 3% cash discount 
ot $15, Receipt 96. 

Sold $500 in merchandise plus a 5% sales tax of $25 to Paul 
Drake on account, credit terms 3/15, n/30, Sales Slip 104. 
Received a check for $1,794.50 from Wildwood Resorts on 
account ($1,850 less a 3% cash discount of $55.50), Receipt 97. 


Jan. 1 

















Cash sales were $3,500 plus sales tax of $175, Tape 22. 
Bankcard sales amounted to $4,000 plus sales tax of $200, 
Tape 22. 

20 Sold to Adventure River Tours $75 in supplies. Cash received 
recorded on Receipt 98. 

22 Granted Kim Wu $63 credit for $60 in damaged merchandise 
sold to her last month and 5% sales tax of $3 on the 
merchandise, Credit Memorandum 34. 

Paul Drake sent a check for $510 in payment of his account. 
The account balance was $525 ($500 in merchandise and 
$25 sales tax). He took a 3% cash discount of $15 on the 
merchandise, Receipt 99. 


nm «Vi 


bo 
an 











Analyze: If customers had not taken any cash discounts, how much more 


| cash would have been collected in the month of January? 
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Buzz Newsstand had the following transactions for the month of January. 


General Ledger 


101 Cash in Bank 
115 Accounts Receivable 


135 Supplies 


215 Sales Tax Payable 


Accounts Receivable Subsidiary Ledger 
ADK Adkins, Lee 
JAV = Java Shops Inc. 


Instructions 
1. Record the transactions on page 9 of the general journal. 7. 
2. Post each transaction to the appropriate general ledger and accounts 8 
receivable subsidiary ledger accounts. A partial general ledger and 
accounts receivable subsidiary ledger are included in the working papers. 9 


NAD Nadal, Saba 
ROL Rolling Hills Pharmacies S: 


PROBLEM 


@ PEACHTREE 


Problem 14-9 Recording and — source pocument 
Posting Sales and Cash Receipts 






SMART GUIDE 


Step-by-Step Instructions: 
Problem 14-9 


t. 


405 Sales Discounts 2. 
410 Sales Returns and Allowances 


Ww 


The current account balances are recorded in the accounts. 





Receipt 76. 


Receipt 77. 


Receipt 78. 


Date Transactions 


Lee Adkins returned $200 in damaged merchandise purchased 
on account last month, issued Credit Memorandum 10 for 
$212 ($200 in merchandise plus 6% sales tax of $12). 
Received a check from Rolling Hills Pharmacies for $2,256.62 
in payment of their account of $2,300 less a 2% cash discount 
of $43.38, Receipt 75. 

Gave credit to Saba Nadal for the return of $300 in merchan- 
dise sold to him on account, plus sales tax of $18. Issued Credit 
Memorandum 11 for $318. 

Java Shops Inc. sent a check for $1471.70 in payment of 

their account of $1,500 less a 2% cash discount of $28.30, 


Cash sales were $2,500 plus $150 in sales tax, Tape 25. 

Bankcard sales were $2,000 plus $120 in sales tax, Tape 25. 
Janson Lee, a neighboring store, needed supplies urgently. 
Sold them $40 in supplies and received cash from the sale, 


Received a check for $636 from Lee Adkins on account, 


Sold $3,000 in merchandise plus sales tax of $180 on account 
to Rolling Hills Pharmacies, Sales Slip 114. 
























Analyze: What is the balance of the Sales account at January 31? 


ur 


Start Peachtree and 
open Buzz Newsstand 
(Prob. 14-9). 

Rename the problem 
set by using your initials. 


. Enter all sales on account 


transactions. 


. Process all credit 


memorandums. 

Record ail cash receipts. 
Print the following 
reports: Sales Journal, 
Cash Receipts Journal, 
Customer Ledgers, and 
General Ledger. 

Proof your work. Make 
any needed corrections. 


. Use the GL report to 


answer the Analyze 
question. 


. End the session. 


SOURCE DOCUMENT 
PROBLEM 


Problem 14-9 


Use the source docu- 


ments in your working 
papers to record the tran- 
sactions in this problem. 
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__CHAPTER 15 


ga è Accounting for 
Po - Purchases and Cash 
Payments 


Learning Objectives 


Wh h leted thi C ines: 
Sle ere een ne L Exploring the Real World of Business 


chapter, you will be able to: 


> Explain the procedures for pro- ANALYZING PURCHASES 


cessing a purchase on account. 





Levi's’ jeans are one of the oldest and most successful products 
ever made. Levi Strauss is the largest manufacturer of branded 
clothing in the world, with recent sales of over $7 billion. That's a lot 
Record a variety of purchases and of jeans! 
cash payment transactions. Born in Bavaria, Levi Strauss emigrated to New York in 1847. 
Post to the accounts payable Several years later, he moved to San Francisco and started a small 
subsidiary ledger. dry-goods store. In 1873, Strauss and a tailor, Jacob Davis, received 
a patent for riveted men’s pants. Originally called waist overalls, the 
pants were made of denim purchased from the Amoskeag Mill in 
New Hampshire and were fastened with copper rivets. Around 1890, 
the company started numbering their styles and the 501° style came 
into existence. These original pants were made only for men. It was 
not until 1981 that 501° jeans for women were introduced. 
| Today, Levi Strauss operates not only as a wholesaler, but also 
€ as a retailer of its products from its own retail stores. 


Describe the accounts used in 
the purchasing process. 


Define the accounting terms 
introduced in this chapter. 





n 


| > (cd What do you think? 
È a vi G se A Levi Strauss buys denim for making its jeans from a fabric 
di ‘ A manufacturer. What are at least three other items the company 
È È 3 might purchase for use in making its jeans? 


È: 


4 


> Ti 
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ERI Your Accounting Knowledge 


Have you ever gone shopping 
only to find that the store is out of 
the item you wanted? The store may 
have had a big sale and have not yet received 
new merchandise. As stores sell their merchan- 
dise, they order new items to replace the ones 
sold. In this chapter, you'll learn about recording 
purchases of merchandise and other items used 

_by a business. 


1. If you work for a retail store, look around 
and notice the items for sale. Does the 
store usually have most of its merchandise 
in stock? 

2. What are the most popular items for sale at 
your workplace? 

3. If it were up to you to decide on a new item 

to offer to your customers, what would it be? 


387 
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II 











| 
What You'll Learn 


° About the paperwork 
involved in the pur- 
chasing process. 

° The purpose of the 
Purchases Discounts 
account. 

® The purpose of the 
Purchases account 
and its rules of debit 
and credit. 


Why It's Important 


It is essential that 
businesses establish 
controls and procedures for 
handling the purchase of 
assets in a systematic 
manner because the 
purchasing process results 
in a large outflow of cash. 


(KEY IO 


purchase requisition 
purchase order 
packing slip 
processing stamp 
purchases discount 
discount period 
Purchases account 
cost of merchandise 











Purchasing Items Needed 
by a Business 


In Chapter 14 you learned that 
the primary source of income for a 
merchandising business is from the 
sale of its merchandise. However, to 
sell merchandise, a business must 
first buy the items. The items 
you find for sale at Wal-Mart— 






housewares, clothing, sporting 


are all purchased from wholesalers and sup- € 





goods, jewelry 
pliers. In this chapter you will learn about the purchasing » . 


a” 


process for a merchandising business. 


The Purchasing Process 


All businesses, from the corner grocery store to a giant international 
corporation, are involved in the purchasing process. Retail businesses 
need shopping bags for customers, sales slips, and cash register tapes. 
I hey also need to purchase supplies, equipment, and merchandise. 

The purchase of supplies, equipment, and merchandise is divided 
into four stages: 


e requesting needed items 
¢ ordering from a supplier 
e verifying items received 


e processing the supplier’s invoice 


Let’s take a look at each of these stages. 


Requesting Needed Items 


In a small business, the owner does all the buying. In a large busi- 
ness, a separate purchasing department buys items for the entire com- 
pany. When the company needs to buy equipment or supplies, or when 
the inventory of merchandise on hand is low, a purchase requisition 
is prepared. 

A purchase requisition is a written request that a certain item or 
items be purchased. Usually a purchase requisition is a pre-numbered, 
multicopy form. The purchase requisition is approved by the manager 
of the department requesting the purchase. Then, the original of 
the purchase requisition is sent to the purchasing department or the 
purchasing agent. The person making the request keeps a copy. Figure 
15-1 shows the purchase requisition form used by On Your Mark 
Athletic Wear. 
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ON YOUR MARK ATHLETIC WEAR 
PURCHASE REQUISITION 


NO. 9421 
FOR DEPARTMENT __ Shoes pate _ Nov. 12, 20-- 


ae 





notiry_Vic Ventura ewiverny = pare wantep_Dec. 15, 20-- 









QUANTITY DESCRIPTION | STOCK NO 















20 Pair Soft Cushion, White 94682 
10 Pair Soft Cushion, Black 94788 
10 Pair Low Cut, White 94281 
10 Pair Low Cut, Black 94666 


orper From Pro Runner Warehouse J epncuEneY Jennifer Mack 


SHOE DEPARTMENT MANAGER 


Ordering from a Supplier 
A purchase order is a written offer to a supplier to buy certain items. 


Much of the information on the purchase order comes directly from the pur- 
chase requisition. Other information may be obtained from the supplier's 
catalog. 

Look at the purchase order prepared by On Your Mark in Figure 15-2. 
The purchase order contains: 


1. quantity 5. supplier’s name and address 
2. description 6. date needed 
3. unit price 7. shipping method (optional) 


4. total cost 


The purchase order is a pre-numbered multi-copy form. The original of 
the purchase order is sent to the supplier. One copy of the purchase order is 
sent to the department requesting the items. Another copy is kept in the 
purchasing department. 


ON YOUR MARK op. PURCHASE ORDER 
ATHLETIC WEAR ix No. 9784 
595 Leslie Street, Dallas, TX 75207 Ne 
| 5 | 6 
| Pro Runner Warehouse | Date: November 15, 20-- 
To | 22009 Ben White Blvd. | Date Needed: December 15, 20-- 
| Austin, TX 78705 | 

















Figure 15-1 
Purchase Requisition 


_ Key Points 


Forms Used in 
Purchasing 

The purchase requi- 
sition stays inside the 
company (from the 
department making 
the request to the 
purchasing depart- 
ment). The purchase 
order is sent outside 
(from the purchasing 
department to the 
supplier). 


Figure 15-2 
Purchase Order 


CONNECT TO... 


Bs 


At television and motion 


Quantity 1 Item 2 Unit Price 3 Total 4 picture awards ceremonies, 
20 pair | Soft Cushion: White, #94682 $ 50.00 $ 1,000.00 accounting firms are called 
10 pair | Soft Cushion: Black #94788 50.00 500.00 on to tally and verify vote 
10 pair | Low Cut: White, #94281 40.00 400.00 results. The accounting 
10 pair | Low Cut: Black, #94666 40.00 400.00 firms’ involvement with such 
Total $ 2,300.00 programs adds authenticity 
to the vote counting and 
lends exposure to the 
accounting industry. 
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Key Points 


Purchase Order 


A purchase order is 


only an offer to buy 


and does not require 


a journal entry. 





Key Points 








Recording an Invoice 
After a supplier’s 


journal entry is made 
to record the amount 


owed. 


390 


| invoice is verified, a 


Chapter 15 








Verifying Items Received 


Note that a purchase order is only an offer to buy items. Until the items 
are actually received, the buyer does not know whether or not the supplier 
has accepted the offer. A supplier may not be able to fill the purchase 
order because an item is out of stock or has been discontinued. The 
mailing of a purchase order, therefore, does not require a journal 
entry. A supplier accepts a purchase order by shipping the items re- 
quested and billing the buyer for these items. 

When an order is shipped to a buyer, a packing slip is included 
with the order. A packing slip is a form that lists the items included 
in the shipment. When a shipment is received, it is immediately un- 
packed and checked against the quantities and items listed on the 
packing slip. If the contents of the shipment do not agree with those 
listed on the packing slip, a note about the differences is made on the 
packing slip. The packing slip is then sent to the accounting depart- 
ment to be checked against both the purchase order and the sup- 
plier’s bill. A buyer does not have to pay for items that were not 
received or for damaged or unordered items that were returned to 
the supplier. 


Processing the Supplier's Invoice 


When items are shipped to a buyer, the supplier prepares a bill called an 
invoice. An invoice lists the credit terms; the quantity, description, unit price, 
and total cost of the items shipped; the buyer’s purchase order number; and 
the method of shipment. 

The invoice is sent directly to the buyer’s accounting department, where 
it is date stamped to indicate when the invoice was received. The account- 
ing clerk checks each detail (item, quantity, and price) on the invoice against 
the packing slip and the purchase order. This procedure verifies that the 
buyer is billed for the quantities and items actually ordered and received and 
that the prices are correct. 

Once verified, the invoice is the source document for a journal entry. 
Before the invoice is recorded, a processing stamp is placed on the invoice 
to enter the following information: the date the invoice is to be paid, the dis- 
count amount, if any, the amount to be paid, and the check number. 

The first three lines on the processing stamp are completed at the time 
the invoice is received. The check number is entered later, when the check 
is issued. 

Look at the invoice in Figure 15-3. Notice the date stamp, which indi- 
cates when the invoice was received. The processing stamp information is 
complete except for the check number, which means that the invoice has 
been verified but not yet paid. 


Purchases Discounts 


Suppliers frequently offer charge customers a cash discount for early pay- 


ment. For the buyer, this discount is called a purchases discount . 


A purchases discount and cash discount are calculated in the same way. 
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Pro RUNNER WAREHOUSE INVOICE NO. 7894 











22009 Ben White Blv Q-- ; 
Asta n na co pec. 14? DI Dec. 14, 20-- 
| RE ORDER NO.: 9784 
TO | Sti Wear SHIPPED BY: Federal Trucking 
Dallas, TX 75207 TERMS: 2/10, n/30 

QTY. | ITEM UNIT PRICE TOTAL 
20 pair! Soft Cushion: White, #94682 $ 50.00 $ 1,000.00 
10 pair| Soft Cushion: Black, #94788 50.00 500.00 
10 pair} Low Cut: White, #94281 40.00 400.00 
10 pair| Low Cut: Black, #94666 40.00 400.00 

Total $ 2,300.00 


12/24 
$ 46.00 


Due Date: 
Discount: 


Net Amount: # 2,254.00 
Check No.: °° 











For example, On Your Mark purchased $2,300 of merchandise on account 
from Pro Runner Warehouse. Figure 15-3 shows the invoice dated Decem- 
ber 14. The credit terms are 2/10, n/30. If On Your Mark pays for the mer- 
chandise on or before December 24, it may deduct 2% of the value of the 
merchandise. The 10 days, called the discount period , is the time within 
which an invoice must be paid if the discount is taken. If On Your Mark does 
not pay for the merchandise within the discount period, it pays the net, or 
total, amount within 30 days of the invoice date. 

On Your Mark can save $46 if the invoice is paid within the 10-day 
discount period ending December 24. The end of the discount period can be 
determined by adding 10 days to the date of the invoice (December 14 + 10 
days = December 24). The amount to be paid within the discount period is 
calculated as follows: 


Merchandise Purchased x Discount Rate = Discount 
$2,300 X .02 = $46 
; ; _ Amount Paid Within 
Invoice Amount — Discount Amount = Discount Period 
2. —_— 
$2,300 _ $46 — $2,254 


The Purchases Account 


When a business buys merchandise to sell to customers, the cost of 


the merchandise is recorded in the Purchases account . The Purchases 
account is a temporary account, Classified as a cost of merchandise 


account. Cost of merchandise accounts contain the actual cost to the 
business of the merchandise sold to customers. 

Merchandise that is purchased for resale is a cost of doing business. 
Therefore, the Purchases account follows the rules of debit and credit for 
expense accounts. The Purchases account is increased by debits and 
decreased by credits. The normal balance of the Purchases account is a debit. 
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Increase Side 
Normal Balance | 


Figure 15-3 Invoice 


Discount Period 

The discount period 
is calculated from the 
date of the invoice, 
not the date the 
invoice is received. 








Key Points 


The Purchases Account 
The Purchases 

account is Classified as 

a cost of merchandise 


account. The cost of 
merchandise bought 
during the period is 
recorded in the 
Purchases account. 


Purchases 


Credit 


Debit | 
7 | 
| 


Decrease Side 
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SECTION i Check Your Understanding 





Now that you have studied this section, complete the following questions and problems. 








P Ra Thinking Critically 


Explain the steps in the purchasing process from the request for merchandise to the 





payment of the invoice. 


| st) 2. When a business purchases merchandise for resale, what accounts are affected? 








iia 







Computing in the Business World 


As a new accountant for the South City School Dis- 
trict, one of your primary duties involves preparing pur- 
chase requisitions. For each item ordered, you compute 





the extensions (quantity ordered multiplied by the cost 
per unit). On a separate sheet of paper, calculate the 
extensions for each of the following items ordered. 


Quantity Item Description Unit Price 





I Box of copy paper $34.00/box 
o Reams of art paper $12/ream 
È Globes $55/ea. 
100 No. 2 pencils $.12/ea. 
4 doz. Transparency markers $6.50/doz. 


Problem 15-1 Analyzing a Purchase Order 
Instructions Analyze the 











order prepared? 


| CASE PURCHASE ORDER 
| purchase order shown below construction company No. 7894 
and answer the following ques- 
tions in your working papers. Westmoreland Paint and Supply Co. Date: November 15, 20-- 
fo To 1714 Peak Road Date Needed: December 1, 20-- 
1. What company ordered the Cleveland, OH 44109 
merchandise? es i - 3 
k I Quantity | Item | Unit Price Total 
2. What company was askec A x | 
| Î E e 4 gal. | Exterior paint, white, #682 | $ 20.00 $ 80.00 
to supply the merchandise? 4 gal. | Exterior paint, gray, #788 20.00 80.00 
3. What is the purchase order 6 gal. | Exterior paint, brown, #281 20.00 120.00 
number? 6 gal. | Exterior paint, beige, #66 20.00 120.00 
mi 5 gal. | Exterior paint, peach, #711 20.00 100.00 
4. When was the purchase | Total $ 500.00 


5. When is the merchandise | 


needed? 





6. How many gallons of paint were ordered? 
7. How many different colors of paint were ordered? 
8. What colors were ordered? 
9. How much does each gallon of paint cost? 
10. What is the total cost of the order? 
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Analyzing and Recording 
Purchases on Account 


In the previous section, you learned about the purchasing process. In 
this section you will learn how to record transactions involving the pur- 
chases of merchandise and other assets on account. You will also learn how 
to record purchases returns and purchases allowances. 

A small retailer may rely on a bookkeeper or part-time accountant to 
record purchase transactions. A large company, like Kohl’s Department 
Store, can have thousands of suppliers and therefore needs an entire 
accounts payable department to verify invoices and handle any discrep- 
ancies before recording purchases in the ac- 


counting records. 


Analyzing Purchases of 
Assets on Account 


Regardless of its type, size, or purpose, a 
retail business needs to buy supplies, equipment, 
and other assets. Most importantly, it needs to 
buy merchandise to resell to customers. These 
items may be bought on a cash basis or on ac- 
count. Purchases on account are recorded in the 
accounts payable subsidiary ledger. 


The Accounts Payable Subsidiary Ledger 


In Chapter 14 you learned that when a business sells to many cus- 
tomers on credit, it is efficient to set up an accounts receivable subsidiary 
ledger. Likewise, when a business purchases from many suppliers on 





account, it is efficient to set up an edg 
that contains an account for each supplier or creditor. The individual 
accounts in the accounts payable subsidiary ledger are summarized in the 
general ledger controlling account, Accounts Payable. The balance of the 
Accounts Payable controlling account and the total of all the account bal- 
ances in the accounts payable subsidiary ledger must agree after posting. 


General Ledger 
Accounts Receivable—controlling account ee 














Accounts Payable Subsidiary Ledger 


Dà ass Controlling account 
Individual Accounts Within Ledger: 6 


balance equals total 











Sandals Etc, $ 900 of accounts in 
Shoe Warehouse 2,100 snbciaiani 1aceey 
Shoe Wholesale Inc. 1,000 S 
Store Supply Shop 500 


Total ane 

















What You'll Learn 


How the accounts 
payable subsidiary 
ledger is used. 

How to record the 
purchase of merchan- 
dise on account. 

How to record the 
purchase of other assets 
on account. 

How to record pur- 
chases returns and 
allowances transactions. 
How to post to creditor 
accounts in the accounts 
payable subsidiary 
ledger. 


Why It's Important 








Purchasing is a critical, 


ongoing process in a 
merchandising business; 
therefore, it is essential that 
you learn how to record 
the different kinds of 
purchases transactions. 


accounts payable 


subsidiary ledger 


tickler file 

due dates 

purchases returns 
purchases allowances 
debit memorandum 
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| 











Figure 15-4 Subsidiary 
Ledger Account Form 






ACCOUNTING 
FLASNDACKS 


ACCOUNTING 
ORGANIZATIONS 


In 1973, an independent, 
seven-member, full-time 
Financial Accounting Stan- 
dards Board was estab- 


lished. The private sector 
organization is responsible 
for the development of 
new financial accounting 
standards. 





_Business Transaction MMS 





The Accounts Payable Subsidiary Ledger Form 


The ledger account form used for the accounts payable subsidiary ledger, 
shown in Figure 15-4, is the same form that is used for the accounts receivable 
subsidiary ledger. 


NAME SI | vee 7 
ADDRESS a nre CA 
DATE DESCRIPTION POST DEBIT CREDIT BALANCE 





i 


As you can see, the ledger account form has lines at the top for the credi- 
tor's name and address. In a manual accounting system, the accounts payable 
subsidiary ledger is arranged in alphabetical order. There are no account num- 








bers. In a computerized accounting system, each creditor is assigned an ac- 
count number. 

The ledger account form has three amount columns. The Debit column 
records decreases to the account. Therefore, payments to creditors on account 
are recorded in the Debit column. The Credit column records increases to the 
account. Therefore, purchases on account are recorded in the Credit column. 
The Balance column shows the amount that is owed to the creditor. The 
normal balance of an Accounts Payable subsidiary account is a credit. 


Recording the Purchase 
of Merchandise on Account 


On Your Mark’s first purchase transaction in December involves a pur- 
chase of merchandise on account. 


INVOICE NO. 7894 
sp peo: 14,2%” DATE: Dec 14, 20-- 
_ ORDER NO.: 9784 
SHIPPED BY: Federal Trucking 
TERMS: 2/10, n/30 


Pro RUNNER WAREHOUSE 
22009 Ben White Blvd. 
Austin, TX 78705 


On Your Mark Athletic Wear 


595 Leslie Street 
Dallas, TX 75207 


























On December 14 On Your Mark purchased ITEM UNIT PRICE | _TOTAL 
_ È . i Soft Cushion: White, #94682 $50.00 | $ 1,000.00 
$2,300 in merchandise on account from Pro Runner 10 pair] Soft Cushion: Black, #94788 50.00 500.00 
r . ) 10 pair| Low Cut: White, #94281 40.00 400.00 
Warehouse, Invoice 7894. 10 pair| Low Cut: Black, #94666 40.00 400.00 
Total $ 2,300.00 
(ee nt e  _ ——°.i Due Date: _____12/24 a 
Discount: _— 46.00 
ANALYSIS Identify 1. The accounts Net Amount: _$ 2,254.00 
affected are ic tree 
Purchases, 
Accounts Payable (controlling), and Accounts Payable—Pro Runner 
Warehouse (subsidiary). 
Classify 2. Purchases is a cost of merchandise account. Accounts Payable 
(controlling) and Accounts Payable—Pro Runner Warehouse 
(subsidiary) are liability accounts. 
$i 3. Purchases is increased by $2,300. This is the cost of the merchandise 
purchased. Accounts Payable (controlling) and Accounts Payable—Pro 
Runner Warehouse (subsidiary) are increased by $2,300. 
394 Chapter 15 Accounting for Purchases and Cash Payments 


CC TORRES DIRE IO EI UMIDA ES AY ETS CRT II TIE APERTE SRI 
DEBIT-CREDIT RULE 4. Increases to cost of merchandise accounts are recorded as debits. Debit 
Purchases for $2,300. 
5. Increasesto liability accounts are recorded as credits. Credit Accounts 
Payable (controlling) for $2,300. Also credit Accounts Payable—Pro 
Runner Warehouse (subsidiary) for $2,300. 


T ACCOUNTS 6. Purchases Accounts Payable | 
Debit Credit Debit Credit 
+ - + 
2,300 | 2,300 


Accounts Payable 
Subsidiary Ledger 
Pro Runner Warehouse | 
Debit | Credit 
- | + 


2,300 














JOURNAL ENTRY 7. 






GENERAL JOURNAL pace _21 


DATE DESCRIPTION fai DEBIT CREDIT 


120-- 
2 Dec. 14 Purchases 230000 
3 Accts. Pay./Pro Runner Whs. 

Invoice 7894 


















Recording and Posting a 
Purchase on Account 
The purchase of 
merchandise on 
account is recorded 
in the journal as a 
debit to Purchases 
and a credit to 
Accounts Payable. 
The credit is posted 
to Accounts Payable 
(controlling) and to 
the accounts payable 
subsidiary ledger. 
















When this entry is recorded in the journal, a diagonal line is entered in the 
Posting Reference column to indicate that the credit amount is posted in two 
places. 


e First post to the Accounts Payable controlling account in the 
general ledger. 

e Then post to the Pro Runner Warehouse account in the accounts payable 
subsidiary ledger. 


After the invoice from Pro See SRO is ZI it is + 
ina tickler file. A tickler file 
are placed in the folders i to their | 
they are to be paid. For example, an invoice due on December 24 is ae in 
the folder marked “24.” 






Recording Other Purchases on Account 


On Your Mark purchases assets other than merchandise, such as supplies, 
computer equipment, and store equipment. The following example illustrates 
the purchase of store equipment on account. 
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) 




















~~ ¥CHAMPION store SUPPLY ___ INVOICE NO. 3417 

















Ac È P 
yee Business Transaction aa ace 060-187"" DATE: Dec 19,20. 
Dallas, TX 75207 ORDER NO 9795 
. . È On Your Mark Athletic Wear SHIPPED BY: Federal Trucking 
On December 15 On Your Mark received Invoice 3417, TO 595 Leslie Street TERMS: 1/30 
: i ; È Dallas, TX 75207 
dated December 13, from Champion Store Supply for store 
È ; : QTY. ITEM UNIT PRICE TOTAL 
equipment bought on account for $1,200, terms n/30. 3 | Corner Shelf Units $ 300.00 | $ 900.00 
1 Shirt Rack 300.00 300.00 
ZI Total $ 1,200.00 
ANALYSIS Identify 1. The accounts affected Due Date 1/12 
. Discount $0.00 
are Store Equipment, iene 2E 20000 





Accounts Payable Check No 
(controlling), and 
Accounts Payable—Champion Store Supply (subsidiary). 

Classify 2. Store Equipment is an asset account. Accounts Payable (controlling) 
and Accounts Payable—Champion Store Supply (subsidiary) are 
liability accounts. 

+/- 3. Store Equipment is increased by $1,200. Accounts Payable 
(controlling) and Accounts Payable—Champion Store Supply 
(subsidiary) are increased by $1,200. 













DEBIT-CREDIT RULE 4. Increases to asset accounts are recorded as debits. Debit Store 
Equipment for $1,200. 
5. Increases to liability accounts are recorded as credits. Credit Accounts 
Payable (controlling) for $1,200. Also credit Accounts Payable— 
Champion Store Supply (subsidiary) for $1,200. 










T ACCOUNTS 6. Store Equipment 7 Accounts Payable 
Debit Credit Debit Credit 
+ = = + 
1,200 1,200 


Accounts Payable 
Subsidiary Ledger 
Champion Store Supply 


Debit Credit 
+ 
1,200 











JOURNAL ENTRY 7. 





GENERAL JOURNAL pace 2] 
a DATE DESCRIPTION a DEBIT CREDIT 
5 Dec. 15 Store Equipment 120000 | 5 
6 Accts. Pay./Champion Store Las 120000 6 
7 Invoice 3417 7 
8 8 








Purchases Returns and Allowances 


Occasionally, a business buys merchandise that, upon inspection, is unac- 


ceptable. A purchases return occurs when a business returns merchandise 
to the supplier for full credit. A purchases allowance occurs when a business 


keeps less than satisfactory merchandise and pays a reduced price. 
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A debit memorandum , or debit memo, is used to notify suppliers 
(creditors) of a return or to request an allowance. The “debit” in debit mem- 
orandum indicates that the creditor’s account will be debited, or decreased. 

Figure 15-5 shows a debit memorandum prepared by On Your Mark. As 
you can see, the debit memorandum is prenumbered and has spaces for the 
creditor’s name and address, and the invoice number. The original is sent to 
the creditor. The copy is the source document for the journal entry. 


DEBIT MEMORANDUM No. 51 
Date: December 16, 20-- 
= I ice No.: FL610 
ON YOUR MARK 3 a 
i 


ATHLETIC WEAR 
595 Leslie Street, Dallas, TX 75207 » x 


To: FastLane Athletics 
35992 Fletcher Blvd. #334 
Boston, MA 02206 


This day we have 
debited your 
account as follows: 


$ 200.00 


Unit Price 


$ 40.00 


5 pair 





All-Star Athletic Shoes 





A debit memorandum always results in a debit (decrease) to the Accounts 
Payable controlling account in the general ledger and to the creditor's account 
in the subsidiary ledger. The account credited depends upon whether the debit 
memorandum is for merchandise or for some other asset. 

The Purchases Returns and Allowances account is used to record the 
return of merchandise to a supplier or to record an allowance. Purchases 
Returns and Allowances is classified as a contra cost of merchandise account. 
As a contra account, its balance reduces the balance of the related account, 
Purchases. The normal balance of Purchases is a debit, so the normal balance 
of Purchases Returns and Allowances is a credit. This relationship is shown 
in the T accounts below. 








Purchases Purchases Returns and Allowances 
Debit Credit Debit Credit 
- - — + 


Increase Side 
Normal Balance 


Increase Side Decrease Side Decrease Side 


Normal Balance 


Recording a Purchases Returns 
and Allowances Transaction 


Now let’s record a purchases return. On Your Mark prepared and sent the 
debit memorandum shown in Figure 15-5. 


Section 2 


Product 
Development 

Levi Strauss 
includes teenagers in their 
product-development 
process. Several hundred 


teens around the country 
review new clothing designs 
and give advice on design 
changes. If most of the teens 
recommend changing the 
cut on a pair of jeans, the 
company follows their 
advice. 





Figure 15-5 Debit 
Memorandum 


Analyzing and Recording Purchases on Account 


Clearing Amounts 


If you have entered an 
incorrect amount while 
adding a long column of 
numbers: 

* press the CE button once 
to clear that amount; 

* previously entered 
numbers will not be 
deleted, 

e and you can continue 
entering amounts to find 
the total. 
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x ss DEBIT MEMORANDUM No. 51 8 
- Business Transaction Date: December 16, 20-- 
93 Invoice No.: FL610 


ON YOUR MARK, 





On December 16 On Your Mark issued Debit Ss leks see ieee N 
Memorandum S1 for the return of $200 in merchandise To: FastLane Athletics This day we have 
7 . 35992 Fletcher Blvd. #334 debited your 
purchased on account from FastLane Athletics. Boston, MA 02206 account as follows: 
(ORL MLSE RECN ES PAs San E ea O DA Sora. 





All-Star Athletic Shoes $ 40.00 $ 200.00 


ANALYSIS Identify 1. The accounts affected 
are Accounts Pay- 
able (controlling), 
Accounts Payable— 





FastLane Athletics (subsidiary), and Purchases Returns and Allowances. 
Classify 2. Accounts Payable (controlling) and Accounts Payable—FastLane 
Athletics (subsidiary) are liability accounts. Purchases Returns and 
Allowances is a contra cost of merchandise account. 
+/- 3. Accounts Payable (controlling) and Accounts Payable—FastLane 
Athletics (subsidiary) are decreased by $200. Purchases Returns and 
Allowances is increased by $200. 











DEBIT-CREDIT RULE 4. Decreases to liability accounts are recorded as debits. Debit Accounts 
Payable (controlling) for $200. Also debit Accounts Payable—FastLane 
Athletics (subsidiary) for $200. 
5. Increases to contra cost of merchandise accounts are recorded as 
credits. Credit Purchases Returns and Allowances for $200. 











T ACCOUNTS 6. Accounts Payable Purchases Returns and Allowances 
Debit Credit Debit Credit 
+ = + 
200 200 


Accounts Payable 
Subsidiary Ledger 
FastLane Athletics 


Debit Credit 
— 4 
200 











rn? a ee x GENERAL JOURNAL paGE__21 
DATE DESCRIPTION ps DEBIT CREDIT 


8 Dec. 16 Accts. Pay./FastLane Athletics 











9 Purchases Returns and Allow. 
10 Debit Memorandum S51 
11 

Posting to the Accounts 


Payable Subsidiary Ledger 


In Figure 15-6 notice how the transaction is posted. The $200 debit 
amount is posted to two accounts—the Accounts Payable controlling account 
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and the accounts payable subsidiary ledger account, FastLane Athletics. After 
the amount is posted to Accounts Payable, the account number 201 is entered 
to the /eft of the diagonal in the Posting Reference column. After the amount 
is posted to FastLane Athletics, a check mark (W) is entered to the right of the 
diagonal line. 


Figure 15-6 Posting 
to General Ledger and 
DATE DESCRIPTION pe DEBIT CREDIT Accounts Payable 
| | | Ledger 
a Dec. 16 Accounts Payable/FastLane Athletics = 20 y 200.00 | 8 
9 Purchases Returns and Allowances 


GENERAL JOURNAL sxae_ 21 










10 Debit Memorandum 51 10 
11, 
ACCOUNT Accounts Payable No, 201 
DATE DESCRIPTION Poll: DEBIT CREDIT 
| 20-- | 
| Dec. 1 Balance Vv | 6 300\00 
(14 G21 2300.00 8 600.00 
15 G21. 1 200.00 9800/00 
16 G21. |200\00 


9600.00 


ACCOUNT Purchases Returns and Allowances _—__ 


ns al “ACCOUNT NO, 515 


BALANCE 
DATE DESCRIPTION pci DEBIT da CREDIT 
20-- | 
Dec. 1 Balance v 1600.00 
16 G21 1800.00 


Name FastLane Athletics ° 
appress 35992 Fletcher Blvd. #334, Boston,\MA 02206 





DATE DESCRIPTION poral EBIT CREDIT BALANCE 
ae LI LI | 
Dec. 1 v | ral 1000/00 


16 G2l |20000 LI 80000 


ANALYZING FINANCIAL REPORTS 


Identifying Corporate Goals 
The information in an annual report is directed to a number of different audiences: 
potential buyers of company stock; existing shareholders; financial analysts and advisors; 
government regulators, such as the Securities and Exchange Commission (SEC); employees; and creditors. 
> Analyze the Report: 


Use the pages labeled “Mission Statement” and “Ben & Jerry’s Philanthropy” at the back of your 
textbook to answer these questions. 

1. List at least two corporate goals for Ben & Jerry’s. 

2. For what charitable purposes does Ben & Jerry’s donate money? 
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SECTION 2 Check Your Understanding 





Now that you have studied this section, complete the following questions and problems. 





Thinking Critically 


1. When and why would a business use an accounts payable subsidiary ledger? 





2. When merchandise purchased by a business is unacceptable, what can the business do to 
recover the cost of the merchandise? 





Communicating Accounting 
Your job at The Writer’s Desk is to process all the invoices to be paid. You keep a tickler 
file of invoices due. This year you will be on vacation from March 13 through April 2, so you 





leave detailed instructions for your substitute about how to process invoices. Prepare a memo 
with step-by-step instructions on how to prepare invoices for payment, how to record jour- 
nal entries, and how to use the tickler file. 














Problem 15-2 Recording 
Purchases Transactions 


Instructions Record the following purchases 
transactions on page 7 of the general journal in 
your working papers. 





Date Transactions 


Purchased $900 in merchandise on account from Sunrise Novelty Supply, 


Invoice SN110. 
Issued Debit Memorandum 18 to Sunrise Novelty Supply for a $50 allowance 
granted on damaged merchandise. 








Problem 15-3 Analyzing a Source Document 


As an accounting intern for Kaleidoscope Comics, you are expected to perform a variety 
of accounting tasks. Kaleidoscope’s 


accountant gives you the debit mem- DEBIT MEMORANDUM _ No. 559 


Date: November 12, 20-- 


orandum shown at right. LOR 

















Instructions Kaleidoscope Comics 
2110 Brady Lane, Austin, TX 78748 
1. Analyze the source document. 
2 To: Randall’s Cafe and Bookstore This day we have 
Determine which accounts are to debited your 
account as follows: 
be debited or credited. = - ——_ 
9 R I | | 5 f tl | Quantity Item Unit Price Total 
2. Recor > entry on page 15 of the - «— re 
cae ae y Pe 5 1dz Best of Dilbert $ 7.50 $ 7.50 
general journal in your working 1dz | Banzai Anime | 8.50 8.50 
| $ 16.00 
papers. | | 
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MICHELE MOLYNEUX 
Credit Analyst 
3ComPalm Computing, Inc. 


Q: How do you evaluate a company’s credit? 
A: | get reports from agencies such as Dun & Bradstreet 
and the SEC. | analyze financial statements. | look at the type 
of business, the number of years in business, and how the 
company Is run. 

For international businesses, | may get an opinion on the 
country from the state department, or read about it in a period- 
ical such as the Economist or the Wall Street Journal. | also check 
with people who specialize in research. Then | make a judgment. È o from ise 

i 









Q: What do you like about your work? \ Ft i es 

A: | like the variety, the challenges, and the diversity. | work with i When focusing a ‘forget to 

people all over the world. if accounting career, Si Among 
È learn as second ‘di 

Q: What kind of attitude do you need? | e coe i = 

A: Curiosity. You need to want to know the big picture. Because è said dro I suage to know as 

most companies do a lot of work overseas, you need an international È ‘important come more eee 


perspective or you'll lose ground very quickly in this profession. ti ‘business becom 


i fea 
Q: Do you suggest learning another language? 
A: | highly recommend proficiency in an Asian language. A Latin American language and 
one of the European languages would also be helpful. 


Q: Is a degree necessary? 
A: I'm just finishing my bachelor’s degree. Without it, | have been handicapped in terms of 
promotions and getting other jobs. Get your education early. You just can't compete without it. 


CAREER FACTS 





Nature of the Work: Analyze credit worthiness of corporate customers, evaluate credit risk 
and set credit line, and decide whether to extend credit. 

Training or Education Needed: A bachelor’s degree in accounting or finance, and a good 
working knowledge of one or two other languages. 

Aptitudes, Abilities, and Skills: Time management skills, accounting, good judgement, 
investigative skills, analytical skills, communication skills, and interpersonal skills. 

Salary Range: $30,000 to $65,000 

Career Path: Get experience in different areas of accounting, purchasing, or customer service, 
then move into credit analysis. 











Thinking Critically: In determining credit worthiness, why would it be important to get 
information about the country in which the company is located? 
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What You'll Learn 








° The different kinds of 
cash payments made 
by a business. 

e The rules of debit and 
credit for the Purchases 
Discounts account. 

* How shipping charges 
are recorded and 
whether the buyer or 
the seller pays for them. 


Why It's Important 


About half of all 
business transactions result 
in the outflow of cash; 
therefore, it is essential that 
you understand how 
businesses record various 
cash payment transactions. 


KEY TERMS 


premium 

FOB destination 
FOB shipping point 
bankcard fee 














International 
SACCOUNTING 


International 
Cuisine 

When inviting inter- 
national clients to a meal, 
consider the customary 
diets of different religions 
and cultures. 
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NS 


Analyzing and Recording 
Cash Payments 


If cash is the lifeblood of a business, the accounting 
department is its heart. All cash entering or leaving a 
business is “pumped” through the accounting de- 
partment at some time. If it is not, cash losses 
may occur. 


Controls over Cash 


Earlier chapters explained ways to 






guard against losses of cash receipts. For 
example, businesses should deposit all cash 
receipts in a bank account. Cash payments 
must also be properly managed so that 
losses don’t occur. The following are procedures to manage cash payments: 


e Authorize all cash payments. Each payment is supported by an 
approved source document, such as an invoice. 

e Write checks for all payments. Only authorized persons can 
sign checks. 

e Use prenumbered checks. 

e Retain and account for spoiled checks. Mark these checks “Void,” 
and file them in sequence. 


Analyzing Cash Payment Transactions 


Businesses buy merchandise and other assets on account or by pay- 
ing cash. At On Your Mark, all cash payments are made by check. When 
a cash payment is made, the details are recorded on the check stub. The 
check stub is the source document for the journal entry. Then, a check 
is prepared and signed by an authorized person. Let’s look at two cash 
payment transactions that occur frequently. 


Recording Cash Purchase of Insurance 


Businesses buy insurance to protect against losses from hazards such 
as theft, fire, and flood. Insurance policies cover varying time periods, 
such as six months or one year. The cost of insurance protection is called 
the premium . A premium is paid in advance at the beginning of the 
covered period. Insurance paid in advance is an asset because until the 
insurance protection expires, it represents a benefit to the company. 
The insurance premium is recorded in the asset account, Prepaid 
Insurance. 


\ccounting for Purchases and Cash Payments 





ON YOUR MARK 1001 
ATHLETIC WEAR 3 
595 Leslie Street, Dallas, TX 75207 


n Lal MI EIN Ii 
Business Transaction dt si 
DATE Dec. 17 


L 


On December 17 ( n Your Mark paid $ 1,500 to PARIONLa Keystone Insurance Company $ 1,500.00 
Keystone Insurance Company for the premium on a Six- One tholisand five'hundead antitenen 
month insurance policy, Check 1001. eee 
MEMO Michael Brown 


t:4 2300205038 7075964 3008 


ANALYSIS Identify 1. The accounts 
affected are Prepaid Insurance and Cash in Bank. 
Classify 2. Both Prepaid Insurance and Cash in Bank are asset accounts. 
+/- 3. Prepaid Insurance is increased by $1,500. Cash in Bank is decreased 
by $1,500. 
ic in 
DEBIT-CREDIT RULE 4. Increases to asset accounts are recorded as debits. Debit Prepaid 


Insurance for $1,500. 
5. Decreases to asset accounts are recorded as credits. Credit Cash in 





Bank for $1,500. 
T ACCOUNTS 6. Prepaid Insurance Cash in Bank 
| Do 
Debit | Credit Debit | Credit 
+ | — + | = 
1,500 | | 1,500 


) L ENT ; 
IRENE È GENERAL JOURNAL PAGE 21 





POST. 


DATE DESCRIPTION REF DEBIT CREDIT 
1 Dec. 17 Prepaid Insurance 150000 | 11 
2 Cash in Bank 1 50000 12 
3 Check 1001 | | 13 
4 | 14 











Recording Cash Purchases of Merchandise 


Usually businesses purchase merchandise on account. Sometimes a busi- 
ness buys merchandise for cash. Let's look at an exam- 


ple of a cash purchase of merchandise. oe YOUR MARK ap 1002 
ATHLETIC WEAR ‘ts 22-523 
595 Leslie Street, Dallas, TX 75207 - \ 4210 
E — pate ___ Dec. 19 20" 
s È LI 

Business Transaction ONDER oF FastLane Athletics oe 5 1,300.00 

; i One thousand three hundred and °°/100 —————————— pouars 
On December 19 On Your Mark purchased merchandise Security National Bank 


DALLAS, TEXAS 


from FastLane Athletics for $1,300, Check 1002. 


ee 


MEMO Michael Brown 


ANALYSIS Identify 1. The accounts 
affected are Purchases and Cash in Bank. 
Classify 2. Purchases is a cost of merchandise account. Cash in Bank is an asset account. 
+/- 3. Purchases is increased by $1,300. Cash in Bank is decreased by $1,300. 
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re '—___rrrr_oa__—__!_+!N»p— 
DEBIT-CREDIT RULE 4. Increases to cost of merchandise accounts are recorded as debits. Debit | 








Ln ___@‘-‘‘ ‘-r’_._.rrlr——W_—=iletElw. 


Purchases for $1,300. 


5. Decreases to asset accounts are recorded as credits. Credit Cash in 
Bank for $1,300. 


1r———=c __— 


I ACCOUNTS 


JOURNAL ENTRY 


6. Purchases Cash in Bank 


Debit Credit Debit Credit 


1,300 1,300 





i 
GENERAL JOURNAL PAGE__21 
| DATE DESCRIPTION oe DEBIT CREDIT 
na Dec. 19 Purchases 1301 00 LI n 
[15 Cash in Bank Li 130000 15 
ne Check 1002 | | e 
| 











Recording Purchases 
Regardless of when 
payment is made, now 


(cash) or later (on ac- 
count), the Purchases 
account is debited 
when merchandise 
for resale is purchased. 








Ke 





Key Points 


_ Purchases discounts 


Taking all purchases 
discounts is a good 
business practice. Over 
a period ot time, these 
discounts can add up to 
sizable cost savings. 








Recording Cash Payments 
for Items Purchased on Account 
An invoice received bv a business is verified for items, quantities, and 
prices, recorded in the journal, and filed by due date in a tickler file. 
Each day, the invoices due for payment are removed from the tickler file. 
Checks are prepared, signed by an authorized person, and mailed to creditors. 
The amount of the check in payment of an invoice depends on the credit 
terms and the payment date. For example, On Your Mark purchased $2,300 
of merchandise on account from Pro Runner Warehouse. The invoice, dated 
December 14, listed credit terms of 2/10, n/30. If On Your Mark pays for the 
merchandise on or before December 24, it can take a discount of $46. 
When the invoice is paid on December 24, On Your Mark debits Accounts 
Payable (controlling) and Accounts Payable—Pro Runner Warehouse for 
the full amount of the invoice, $2,300. On Your Mark is paying for all of the 
merchandise and doesn’t owe any more money on this purchase. Cash in 
Bank is credited for $2,254, the actual 





: - Purchases 
amount of the check. The difference 
between $2,300 and $2,254 is the cash Debit 200 
discount, which is debited to the Increase Side Decrease Side 


Purchases Discounts account. Normal Balance 


The Purchases Discounts account 


tracks the cash discounts a business Purchases Discounts 





takes. Purchases Discounts is a contra Debit Credit 


cost of merchandise account. Its bal- = Li 
Decrease Side Increase Side 


ince reduces the balance of the Pur TE 


chases account. Its normal balance is 
therefore a credit. 
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_—__ON YOUR MARK + 100 





Business Transaction taal Md Riel od to) 
DATE Dec. 24 207 
On December 24 On Your Mark paid $2,254 to Pro PAY TO THE Pro Runner Warehouse 5 2,254.00 
Runner Warehouse for merchandise purchased on Two thousand two hundred fifty-four and "9/00 poLtars 
account, $2,300 less a discount of $46, Check 1003. aoe 


MEMO Michael Brown 


HU 30 005038: 727596" 2003 
ANALYSIS Identify 1. The accounts 

affected are Accounts Payable (controlling), Accounts Payable—Pro 
Runner Warehouse (subsidiary), Cash in Bank, and Purchases Discounts. 

Classify 2. Accounts Payable (controlling) and Accounts Payable—Pro Runner 
Warehouse (subsidiary) are liability accounts. Cash in Bank is an asset 
account. Purchases Discounts is a contra cost of merchandise account. 

+= 3. Accounts Payable (controlling) and Accounts Payable—Pro Runner 

Warehouse (subsidiary) are decreased by $2,300. Cash in Bank is 
decreased by $2,254. Purchases Discounts is increased by $46. 


— 


DEBIT-CREDIT RULE 4. Decreases to liability accounts are recorded as debits. Debit Accounts 
Payable (controlling) for $2,300. Also debit Accounts Payable—Pro 
Runner Warehouse (subsidiary) for $2,300. 
5. Decreases to asset accounts are recorded as credits. Credit Cash in 
Bank for $2,254. Increases to contra cost of merchandise accounts are 
recorded as credits. Credit Purchases Discounts for $46. 


——_—_ i E__a 





T ACCOUNTS 6. Accounts Payable Cash in Bank 
Debit Credit Debit Credit 
2,300 2,254 


Accounts Payable 
Subsidiary Ledger 











_ Pro Runner Warehouse Purchases Discounts 
Debit Credit Debit Credit 
_ - — + 
2,300 46 
JOURNAL ENTRY 7. 
GENERAL JOURNAL PAGE__21 
DATE DESCRIPTION pt DEBIT CREDIT 







7 Dec. 24 Accts. Pay./Pro Runner Ware. 


8 Cash in Bank 
9 Purchases Discounts 
0 Check 1003 











Other Cash Payments 


When a company buys merchandise from a supplier, there is often a 
charge for shipping the goods. The shipping terms determine who will pay 
the shipping charges, either the buyer or the supplier. 

Shipping terms are stated as either FOB destination or FOB shipping 


point. “FOB” stands for “free on board.” FOB destination means that the 
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supplier pays the shipping cost to the buyer’s destination or location. 
| means that the buyer pays the shipping charge from 
the supplier’s shipping point. 
Terms Shipping Cost Paid By 
FOB destination Supplier 
FOB shipping point Buyer 


A shipping charge is an additional cost of the merchandise. The account 


| transportation In _— setup to handle shipping charges is Transportation In, which is a cost of 
re : merchandise account. Transportation In follows the rules of debit and 
Debit Credit 


| + - credit for expense accounts. Transportation In is increased by debits and 
| Increase Side Decrease Side 
| Normal Balance 


decreased by credits. The normal balance ot Transportation In is a debit. 
Here is an example of the payment of shipping charges. 


. ON YOUR MARK * 1004 
Business Transaction ATHLETIC WEAR 22523 
595 Leslie Street, Dallas, TX 75207 77 (i 


| . È ; i î pate ___Dec.24__ 20--_ 
| On December 24 On Your Mark issued Check 1004 PAY TO THE 
| 














$275 tol dai i or el ORDER of Dara’s Delivery Service g 275.00 

or $275 to Dara’s Delivery Service for shipping charges 

f ; aa _ f / FOTO È Two hundred seventy-five and 9/100 ————— _ poy ars 
on merchandise purchased from Sports Link Footwear. Security National Bank 

| DALLAS, TEXAS 

| NEMO Michael Brown 








| JOURNAL ENTRY 


WkesOeeSean 727596" 2004 








GENERAL JOURNAL PAGE__21 
| 
| DATE DESCRIPTION oo DEBIT CREDIT 


21 Dec. 24 Transportation In 
| Cash in Bank 
| Check 1004 











Recording Bankcard Fees 


The following transaction is made to record the bankcard fee deducted 
from the business checking account. Banks charge a fee for handling bank- 
card sales slips. This bankcard fee is usually a percentage of the total of 
the amounts recorded on the bankcard sales slips processed. 


On December 31 On Your Mark records the bankcard fee of $75, December bank statement. 








JOURNAL ENTRY 





GENERAL JOURNAL PAGE 21 
DATE DESCRIPTION na DEBIT CREDIT 
? . . : | 
4 | 
4 Dec. 31 Bankcard Fees Expense 75,00 | 24 
5 Cash in Bank 7500 25 
6 December Bank Statement |J | | 26 
7 1 | 27 
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The journal entries for all the transactions discussed and illustrated in this 
chapter are shown in Figure 15-7. 





























GENERAL JOURNAL PAGE 21 | Ill 
DATE DESCRIPTION te DEBIT CREDIT iI I 

1 20-- 1 

2 Dec. 14° Purchases 2\300\00 2 

3 Accounts Payable/Pro Runner Warehouse 2\300\00 3 

4 Invoice 7894 4 

5 15. Store Equipment 1200.00 5 

6 Accounts Payable/Champion Store Supply 1/200|00. 6 

7 Invoice 3417 7 

8 16 Accounts Payable/FastLane Athletics 200 00 8 

9 Purchases Returns & Allowances 200)00 9 

10 Debit Memorandum 51 10 

11 17. Prepaid Insurance 1500.00 11 

12 Cash in Bank 1,500.00 12 

13 Check 1001 13 

14 19 Purchases 1.300 00 14 

15 Cash in Bank 1/300|00 15 

16 Check 1002 16 
17 24 Accounts Payable/Pro Runner Warehouse 2\3 00 00 17 WA 
18 Cash in Bank 2|254|00 18 | 

19 Purchases Discounts 46 00 19 
20 Check 1003 20 
21 24 Transportation In 27 5)\00 21 
22 Cash in Bank 2|7|5|00 | 22 
23 Check 1004 23 | 
24 31 Bankcard Fees Expense 7 5\00 24 | 
25 Cash in Bank 75,00 25 
26 December Bank Statement | 26 
27 | 27 





Figure 15-7 Journal Entries for December Business Transactions 


A MATTER OF ETHICS 


Showing Favoritism Ethical Decision Making: 


Manufacturers, like any other business, must * What are the ethical issues? 


make purchases to carry out their business. Imag- What are the alternatives? 
ine that you work in the purchasing department 
of a large toy manufacturer like Mattel. You are | 
responsible for placing orders for the toy parts How do the alternatives affect (II 
that make up some of their cars and trucks. One the parties? | 
supplier, whose prices are only slightly higher 
than others, has indicated that they would send 
free tickets to a sports event if you order most of 
the supplies from them. 


Who are the affected parties? 





What would you do? 
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SECTION 3 Check Your Understanding | 





Now that you have studied this section, complete the following questions and problems. 





Thinking Critically 


1. What steps are involved in the payment of an invoice? 





2. How do businesses record premium payments for insurance coverage? 








Analyzing Accounting 

Clara’s Designs is a crafts store with a large inventory of seasonal crafts items. As the 
inventory clerk, you are to create a chart or graph to compare the cost of the items purchased 
and the related shipping charges. Using the data given below, design a chart or graph that 
depicts both sets of data. What conclusions can you draw from your chart or graph? 





Cost of Item Shipping Charges 
Holiday decorator ribbon $2,000 $200 
Door wreaths and hangers 3,200 320 
Potpourri 1,200 120 
Styrofoam trees 4,350 435 



















Problem 15-4 Recording Cash 
Payment Transactions 


Meadow Link Golf Club had the following cash payment 
transactions. 





Instructions Record the following transactions on page 6 of the 
general journal in your working papers. 





Date 





Iransactions 








May 1 Purchased $10,500 in golf equipment (merchandise) from TopMax Golf 
Manufacturers, Check 1150. 
5 Issued Check 1151 for $325 to Franco’s Trucking for delivery charges on 
merchandise bought from TopMax Golf Manufacturers. 
7 | Paid Lone Star Insurance Company $2,500 for the annual premium on an 
insurance policy, Check 1152. 
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10. 






Rotate 


KEY CONCEPTS 


There are four documents used in the purchasing process: 


The purchase requisition is a request to order goods. 


The purchase order is an offer to buy goods. 


The packing slip is a list of the goods shipped. 


the buyer. 


SUMMARY 





The invoice lists the quantity, description, unit price, and total cost of the items shipped to 


When an invoice is received by the accounting department, it is checked against the purchase 


order and the packing slip for items, quantities, and prices. 
After the invoices are recorded in the journal, they are filed 
according to their due dates in a tickler file. A tickler file 
contains a folder for each day of the month. 

The Purchases account is used to record the cost ot 
merchandise purchased during the period. Purchases is a cost 
of merchandise account. The rules of debit and credit for 
Purchases are the same as those for expense accounts. 
Suppliers may offer cash discounts to their credit customers to 
encourage prompt payment. Buyers who take a cash discount 
record it in the Purchases Discounts account. Purchases 
Discounts is a contra cost of merchandise account. 

When the buyer receives credit for returned or damaged mer- 
chandise, the amount is recorded in the Purchases Returns 
and Allowances account. Purchases Returns and Allowances 
is a contra cost of merchandise account. 

The shipping charges for merchandise purchased from 
suppliers are considered an additional cost of merchandise. 
Shipping charges are debited to the Transportation In 
account, which is a cost of merchandise account. 

The accounts payable subsidiary ledger contains an account 
for each creditor. The total of the account balances in the 
accounts payable subsidiary ledger must match the balance 
of the Accounts Payable controlling account in the general 
ledger. 

The premium paid for insurance coverage is debited to 
Prepaid Insurance. Prepaid Insurance is an asset account. 
Good internal controls include proper management of cash 
payments. All cash payments should be authorized, all cash 
payments should be made by check, and all checks should be 
signed by an authorized person. 


Purchases 


Debit 
+ 
Increase Side 
Normal Balance | 


Credit 


Decrease Side 


Purchases Discounts 


Debit Credit 
- + 
Decrease Side Increase Side 
Normal Balance 


Purchases Returns and Allowances 


Debit | Credit 
© + 
Increase Side 
Normal Balance 


Decrease Side 


Transportation In 


Credit 
Increase Side Decrease Side 
Normal Balance 


Prepaid Insurance 
Debit 
+ 
Increase Side 
Normal Balance 


Credit 


Decrease Side 
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Work with a partner to pair these terms. Discuss the relationship between the terms. Is one the 


accounts payable subsidiary 


ledger 
bankcard fee 


cost of merchandise 
debit memorandum 


discount period 
due dates 
FOB destination 


FOB shipping point 


packing slip 


Instructions 


On a separate sheet of paper, answer the tollowing questions: 


result of another? Are they opposite? Once you agree, write out your explanation for each pair. 


premium 
processing stamp 
purchase order 


purchase requisition 


Purchases account 


purchases allowances 


purchases discount 
purchases returns 
tickler file 


Understanding Accounting 
Concepts and Procedures 

















. Why is an invoice checked against both the purchase order and the packing slip? 


. What information is included on a processing stamp? 
3. Why do suppliers give cash discounts to credit customers? 
. What is a tickler file? How are invoices filed in a tickler file? 


. What is a purchases return? What is a purchases allowance? 


>». List four procedures that a business should use to control its cash payments. 


. Why are shipping charges an additional cost of merchandise purchased for resale? 


. What is the source document for recording the bank card fees? 


. On what amount is the bank card fee based? 


. To which account are bank card fees debited? 


Chapter 15 


Review and Activities 









Raat 


Case Study... 


Merchandising Business: 
Sportswear Store 

The Sports Loft is a retail store that sells sports 
clothing, accessories, and equipment. Janet wants 
you to design a more automated system for ordering 
merchandise that will free her for other management 
duties. 


Thinking Critically: 

1. Identify issues involved in creating a new purchas- 
ing process. For example, how is low stock to be 
identified? If you think an electronic system is 
needed, specify the information it should collect 
and how new orders would be triggered. 

2. Write a one-page report suggesting a purchasing 
system for The Sports Loft. Include a description of 
any forms needed. Draw a diagram if necessary. 


Conducting an Audit with Alex 
BR NS RE SEA 


The following entries were made in the general 
journal for Nova Shoe Shop. 


Instructions 

Review each transaction and record any errors 
on a separate sheet of paper. 
On June 1 Nova issued Check 557 for $105 to 
Don's Deliveries for shipping charges on 
merchandise purchased from E-Z Shoe Supply. 





GENERAL JOURNAL PAGE 3 


DATE DESCRIPTION COSI DEBIT CREDIT 


1|(20-- | | 

2 June 6 Purchases 10500 | 2 
3 Cash in Bank | | 10500 3 
Check 557 | | 


4 
5 





On June 6 Nova purchased $200 in supplies from 
Bayside Office Supply, Check 558. 


GENERAL JOURNAL PAGE 3 


DATE DESCRIPTION i DEBIT CREDIT 


1 20-- | 
2 June 9 Purchases 20000 2 
Cash in Bank | | 20000 3 

Check 585 | 





ATA 





inter NET 


Fraud Detection 
The Association of Certified 

Fraud Examiners considers occu- 

pational fraud and abuse to be a 

serious problem in the U.S. Most 

accountants believe that fraud 
cannot be eliminated, but that it 
can be reduced. 

Do This: 

Locate sites on the Internet re- 
lated to occupational fraud and 
abuse and answer the following 
questions. 

1. What organizations are most 
vulnerable to occupational fraud 
and abuse? Why? 

. Are regular audits designed to 
detect fraud and abuse? 

3. How is most fraud discovered? 


Workplace Skills 


Monitoring and Correcting 
Performance of Systems 

Identifying trends, predicting changes, finding 
problems, and applying solutions are skills of a 
“systems thinker.” 


On the Job: 

After working for Action Athletics for one 
year, you recognize your customers’ growing 
interest in cycling. Your community is hosting a 
large mountain bike competition. You see an 
opportunity for Action Athletics to increase sales 
of cycling gear. You recommend to management 
that they adjust and upgrade their cycling mer- 
chandise line to appeal to this growing market. 
Thinking Critically: 

1. Pair up with a student and role play your 
“sales pitch” to persuade your employer to 
add to their current merchandise line. 

. Using a spreadsheet program, make a list of 10 
biking accessories to add to the inventory. For 
each item, provide reasonable estimates for 
price and one month’s sales. Assume that 
approximately 200 cyclists will visit the store 
in one month. 
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Recording Purchases and Cash Payments 
Making the Transition from a Manual to a Computerized System 


Recording purchases 1. General journal entries are prepared 1. The purchase can be recorded when 
transactions and then posted based on an invoice the merchandise is received, when 
for merchandise purchased on the invoice is received, or when the 
account or for cash. cash purchase is made. Journal 
entries are automatically generated 
from the invoice information and 
posted to the general ledger. 


Recording cash payment . Checks are prepared in payment of . Journal entries are automatically 
transactions an invoice or memorandum. generated as the check for payment 
. Journal entries are prepared to record is prepared. 
the check. . Journal entries are posted and 
3. Journal entries are posted to the account balances updated. 
general ledger. 
. New account balances are calculated. 





PT 


@ I Recording Purchases and Cash Payments in PEACHTREE 





Peachtree Question Description 





. Select Purchases/Receive Merchandise from the Tasks menu. 
. Enter Vendor ID, Invoice No., and Date. 

. Select the Apply to Purchases tab. 

. Enter quantity, description, GL account, and unit price for each item. 
. Click Post. 









How do I record the purchase of 
merchandise on account? 








di da WIN = 



















. Select Payments from the Tasks menu. 
. Enter the Vendor ID, Check No., Date, and Cash GL account number. 
. Click the Apply to Expenses tab. 

. Enter quantity, description, GL account, and unit price for each item. 
. Click Post. 


How do I record cash (check) 
purchases for merchandise or 
miscellaneous expenses? 






ON dda WN 










. Select Payments from the Tasks menu. 
. Enter the Vendor ID, Check No., Date, and Cash GL account number. 
. Click the Apply to Invoices tab. 

. Select the invoice to be paid. 

. Verify or enter the amount being paid. Click Post. 


How do I record payments on 
account? 






DN dà WIN 










What does the software do 
“behind the scenes?” 


For purchases and cash payments, the software automatically updates 
the vendor’s or creditor’s account and the general ledger accounts. 





For det : iled instructions: See the Peachtree User Guide in your Glencoe Working Papers. 
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APPLICATION OPTIONS 


Complete chapter 
Ie roblems one of four 
Spreadsheet Problem 15-5 ui 
sEROBLEN Determining Due ‘ 





Manual Glencoe 





Dates and Discount Amounts Working Papers 
Sunset Surfwear frequently purchases or 
merchandise on account. When invoices are Peachtree for 
received, a processing stamp is placed on the ) Windows 
invoice indicating the due date, the amount of —— Software 
any discount, and the amount to be paid. The or 
following invoices were received during March. 3 Glencoe 
Invoice Invoice Credit Invoice ina 
i — Accounting 
Number Date Terms Amount 
l Software 
1 24574 March 5 2/10, n/30 $3,000.00 (Refer to software 
Si 211145 March 12 2/15, n/60 729.95 (Problem 15-9) 
i or 
4. 9 March 0 n/45 ni Spreadsheet 
5 34120 March 23 2/10, n/30 1,526.50 4 Templates 
6 00985 March 27 n/30 700.00 (Problem 15-5) 


Instructions Prepare a form similar to the one shown below. The first 
invoice has been completed as an example. For each invoice: 
1. Determine the due date. Assume that Sunset Surfwear always pays La 


2 


invoices within the discount period. : ADSHEET 
2. Compute the discount amount, if any. SMART GUIDE 


3. Compute the amount to be paid. 


Step-by-Step Instructions: 
Problem 15-5 
















Invoice Due Discount | Amount To 1. Select the spreadsheet 


Amount Date Amount Be Paid oo for Problem 


2. Enter your name and 
the date in the spaces 
provided on the 
template. 


Analyze: If all discounts are taken, how much money will Sunset One 
sheet using the 


? ii 
Surfwear save‘ instructions in your 


working papers. 

4. Print the spreadsheet 
and proof your work. 

5. Save your work and exit 
the spreadsheet program. 










Credit 
Terms 


Invoice 
Date 


Invoice 
Number 





2/10, n/30 | $3,000.00 | Mar. 15 $60.00 $2,940.00 
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Step-by-Step Instructions: 
Problem 15-6 


1. Select the problem set 
for InBeat CD Shop 
(Prob. 15-6). 

2. Rename the company 
and set the system date. 

3. Enter all of the purchases 
on account transactions 
using the Purchases/ 
Receive Inventory 
option in the Tasks 
menu. 

4. Process all debit 
memorandums using the 
Purchases/Receive 
Inventory and the 
Payments options. 

5. Record all cash payments 
using the Payments 
option. 

6. Print a Purchases Journal 
report and a Cash Dis- 
bursements Journal 
report. 

7. Proof your work and 
make any needed 
corrections. 

8. Print a General Ledger 
report to answer the 
Analyze question. 

9. End the session. 





TIP: To save time entering 
transactions, group them 
by type and then enter the 
transactions in batches. 





Ba A Daf 








Problem 15-6 Analyzing Purchases and 
Cash Payments 


InBeat CD Shop had the following transactions in March. 


Instructions Use the T accounts in your working papers. For each transaction: 
1. Determine which accounts are affected. 
2. Enter the debit and credit amounts in the T accounts. 


Date Transactions 


Mar. 2 | Purchased merchandise on account from NightVision and 
Company, $2,000, Invoice NV-20, terms 2/10, n/30. 

6 | Issued Check 250 for $85 to Penn Trucking Company for 
delivering merchandise from NightVision and Company. 
/ Purchased $300 in supplies on account from Temple Store 
Supply, Invoice 6011, terms n/30. 
12 | Issued Check 251 for $1,960 to NightVision and Company in pay- 
ment of Invoice NV-20 for $2,000 less a cash discount of $40. 
1S | Paid Keystone Insurance Company $2,500 for the annual 
premium on business insurance, Check 252. 
16 | Purchased $3,000 in merchandise on account from 
NightVision and Company, Invoice NV-45, terms 2/10, n/30. 
18 | Issued Debit Memorandum 25 for $100 to NightVision and 
Company for the return of merchandise. 
20 | Purchased $900 in merchandise from Dandelion Records, 
Check 253. 
22 | Issued Check 254 to Temple Store Supplies for $300 for 
Invoice 6011. 











i ul 


Analyze: What is the Purchases account balance at the end of March? 


Problem 15-7 Recording Purchases Transactions 


Shutterbug Cameras, a retail merchandising store, had the following 
purchases transactions in March. 


Instructions In your working papers, record the transactions on page 31 
of the general journal. 


Purchased $4,500 in merchandise on account from Photo 
Emporium, Invoice 1221, terms 2/10, n/30. 

Bought $750 in supplies on account from State Street Office 
Supply, Invoice 873, terms n/30. 






Continued 
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Analyze: What are the total credits made to the Pur- 
chases Returns and Allowances account for the month? 


Problem 15-8 Recording Cash 


HS 1 he 








Prob. 15-7 (cont.) lransactions 7 sever 132 





Returned $225 in merchandise to Photo Emporium, issued SMART GUIDE 

5 d i d ie 9 

Debit Memorandum i Step-by-Step Instructions: 
Purchased $3,600 in merchandise on account from Video Problem 15-7 

Optics Inc., Invoice VO94, terms 3/15, n/45. . 1. Select the problem set 
State Street Office Supply granted a $60 credit for damaged for Shutterbug Cameras 
supplies purchased on August 5, Debit Memorandum 73. (Prob. 15-7). 


2. Rename the company 
and set the system date. 

3. Enter all of the purchases 
on account transactions 
using the Purchases/ 
Receive Inventory 
option in the Tasks 
menu. 

4. Process all debit memo- 
randums using the 


Bought $4,800 in store equipment from Digital Precision 
Equipment on account, Invoice 1288, terms n/30. 

Issued Debit Memorandum 74 to Video Optics Inc. for the 
return of $120 in merchandise. 

Purchased $1,800 in merchandise on account from U-Tech 
Products, Invoice UT66, terms n/30. 

Bought $270 in supplies on account from ProStudio Supply, 
Invoice 4574, terms n/30. 















; Purchases/Receive 
Returned $150 in merchandise to U-Tech Products, Debit Inventory and the 
Memorandum 75. Payments options. 
5. Print a Purchases Journal 


Issued Debit Memorandum 76 to ProStudio Supply for the 
return of $35 in supplies bought on March 29. 





report and a Cash Dis- 
bursements Journal 
report. 

6. Proof your work. Make 
any needed corrections. 

7. Print a GL report to 
answer the Analyze 
question. 

8. End the session. 


TIP: Using the Vendors 
option, Peachiree lets you 








Payment Transactions 


Cycle Tech Bicycles had the following cash payment each vendor. 


transactions in March. 


Instructions In your working papers, record the 
transactions on page 19 of the general journal. 





Purchased $1,800 in merchandise from Summit Bicycles, 
Check 2111. 

Issued Check 2112 for $2,450 to Spaulding Inc. in payment of 
the $2,500 account balance less a 2% cash discount of $50. 
Issued Check 2113 for $3,100 to Desert Palms Insurance 
Company for the annual business insurance premium. 

Paid $175 to Viking Express for delivery of merchandise 
purchased from Schwinn Inc., FOB shipping point, Check 
2114. 

Issued Check 2115 to Suspension Specialists for $3,880 in 
payment of Invoice 1492 for $4,000 less a 3% cash discount 
of $120. 


Continued & 





set the terms offered by 
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Step-by-Step Instructions: 
Problem 15-8 


1. Select the problem 
set for Cycle Tech 
(Prob. 15-8). 

2. Rename the company 
and set the system date. 

3. Record all cash payments 
using the Payments 
option. 

4. Print a Cash Disburse- 
ments Journal report. 

5. Proof your work. Make 
any needed corrections. 

6. Answer the Analyze 
question. 

7. End the session. 


TIP: Remember that you 
may need to change the G/L 
Account in the Payments 
window to enter a cash 
payment for the purchase 

of an asset (e.g., supplies, 
office equipment). 


J) PEACHTREE 


SMART GUIDE 





Step-by-Step Instructions: 
Problem 15-9 


1. Select the problem 
set for River's Edge 
(Prob. 15-9). 

2. Rename the company 
and set the system date. 

3. Enter all of the purchases 
on account. 

4. Process all debit 
memorandums. 

5. Record all cash payments. 

6. Print the following 
reports: Purchases 
Journal, Cash Disburse- 
ments Journal, and 
General Ledger. 

7. Proof your work. 

8. Answer the Analyze 
juestion. 

9. End the session. 


TIP: Peachtree auto- 
matica !y calculates a 
purchases discount if the 
terms are included in a 
vendor's account. 











Analyze: 


Prob. 15-8 (cont.) Transactions 


Bought $100 in supplies and $700 in store equipment from 


Problem 15-9 Recording Purchases and 
Cash Payment Transactions 


FNS a 





Received the March bank statement and recorded bankcard fees 
of $275. 

Paid All-Star News $130 to run an advertisement promoting the 
store, Check 2116. 









Superior Store Equipment Inc., Check 2117 for $800. 

Issued Check 2118 for $2,185.50 in payment of monthly wages 
of $3,000 less deductions for the following taxes: Employees’ 
Federal Income Tax Payable, $480; Employees’ State Income 
Tax Payable, $105; Social Security Tax Payable, $186; and 
Medicare Tax Payable, $43.50. 










What is the total decrease to the checking account for the month? 


River’s Edge Canoe & Kayak had the following purchases and cash 


payment transactions for the month of March. 


Instructions In your working papers, record the following transactions 


on page 16 of the general journal. 


Analyze: 
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Transactions 


Purchased $8,200 in merchandise on account from Trailhead 
Canoes, Invoice TC202, terms 2/10, n/30. 

Issued Check 887 for $98 to Santini Trucking Company for 
delivery of merchandise purchased from Trailhead Canoes. 
Bought $230 in supplies on account from StoreMart Supply, 
Invoice SM101, terms n/30. 

Issued Check 888 to World-Wide Insurance Company for 
$2,500 in payment of business insurance premium. 

Issued Check 889 to Trailhead Canoes for $8,036 in payment of 
Invoice TC202 for $8,200 less a 2% cash discount of $164. 
Purchased $6,200 in merchandise on account from Mohican 
Falls Kayak Wholesalers, Invoice 45332, terms 3/15, n/45. 
Issued Debit Memorandum 67 for $25 to StoreMart Supply tor 
damaged supplies purchased on March 7. 

Paid StoreMart Supply the balance due on their account, $205 
($230 less $25 credit), Check 890. 

Returned $200 in merchandise to Mohican Falls Kayak 
Wholesalers, Debit Memorandum 68. 

Rollins Plumbing Service completed $120 in repair work 
(Maintenance Expense) on account, Invoice RP432. 


What are the total debits to the Purchases account for the month? 
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TU Posting Purchases and Cash Pee 


Payment Transactions "I 





Buzz Newsstand’s purchases and cash 
payment transactions for the month of March are 
described below. 


Instructions In your working papers: 

1. Record the transactions in the general 
journal, page 7. 

2. Post the transactions to the ledger 


Li 


accounts. 


È 


CRETE Problem 15-10 Recording and source pocument È 
si (0]:1! 
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Step-by-Step Instructions: 
Problem 15-10 


1. Select the problem set 


for Buzz Newsstand 


(Prob. 15-10). 


2. Rename the company 


and set the system date. 
3. Enter all of the purchases 
on account. 
4. Process all debit 
memorandums. 


av 


. Record all cash payments. 
. Print the following 
reports: Purchases 


Journal, Cash Disburse- 





Transactions 
Mar. 1 Purchased $5,600 in merchandise on account from ADC 
Publishing, Invoice 785, terms 3/15, n/45. 

3 Issued Check 1400 for $735 to Pine Forest Publications in 
payment of Invoice PFP98 for $750 less a 2% cash discount 
ot $15. 

S | Issued Check 1401 for $275 to Rizzo’s Trucking Company for 
transportation charges. 

7 | Issued Check 1402 for $588 to Delta Press in payment of 
Invoice DP166 for $600 less a 2% cash discount of $12. 

9 | American Trend Publishers granted a $100 allowance for 
damaged merchandise, Debit Memorandum 33. 

11 | Issued Check 1403 for $3,200 to Keystone Insurance Company 
for the annual premium for business insurance. 

15 | Issued Check 1404 for $5,432 to ADC Publishing in payment of 
Invoice 785 for $5,600 less a 3% cash discount of $168. 

18 Bought $2,800 in merchandise on account from Delta Press, 
Invoice DP204, terms 2/10, n/30. 

22 Issued Debit Memorandum 34 to Delta Press for the return 
of $300 in merchandise. 

28 Paid American Trend Publishers the balance due on their 
account, $800, no discount, Check 1405. 

30 | Bought $120 in merchandise for cash from ADC Publishing, 
Check 1406. 


Analyze: How much did Buzz Newsstand save in March by taking cash 
discounts available? 


ments Journal, Vendor 
Ledgers, and General 


Ledger. 
7. Proof your work. 


8. Answer the Analyze 


question. 
9. End the session. 


SOURCE DOCUMENT 
PROBLEM 


Problem 15-10 


Use the source docu- 
ments in your working 


papers to record the trans- 


actions for this problem. 
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Special Journals: 
Sales and 
Cash Receipts 





Learning Objectives 


| When you have completed this . a 
| iii - Exploring the Real World of Business 


> Identify the special journals and ANALYZING SALES GROWTH 


explain how they are used in a 
merchandising business. Imagine yourself with your headphones on, jamming to the 


latest release of REM. Perhaps you're using a Sony Walkman cassette 
player, a product that started a revolution in personal music listening. 
Sony Corporation was the first to see the potential for a 
> Post from the sales and cash portable, battery-operated cassette player. Sony has a lot of other 
receipts journals to customer firsts, a few of which are the home videotape recorder, the world’s 


























> Record transactions in sales and 
| cash receipts journals. 


IR accounts in the accounts smallest color TV, the water-resistant Sports Walkman, and the digital 
| receivable subsidiary ledger. video disc. The company has dozens of electronic products that have 
| > Foot, prove, total, and rule the become market leaders. 
| sales and cash receipts journals. If you've listened to music, been to the movies, watched music 


videos, or watched television recently, chances are you've come into 
contact with something made by Sony. Among some of the Sony 
<< brands are Columbia and TriStar movies, PlayStation video game 
: player, and IMAX theaters. Sony Corporation of 
b> Prepare a schedule of ~ America has annual sales of more than $14 billion. The 
accounts receivable. company has grown to this size because sales of its early 
» Define the accounting terms products helped to pay for the research needed to develop 


> Post column totals from the sales 
and cash receipts journals to 
general ledger accounts. 











I introduced in this chapter. even better electronics products that consumers want to buy. 
| _ What do you think? 
| S If you were making a presentation to a group of potential 
Jon y investors, what would you say about Sony's sales? 


Corporation 


| Co 
| n 
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Applying Your Accounting Knowledge 


if 





In this chapter, you will learn 
more about the cycle of buying and 
selling merchandise. Dollars from 
sales are used to buy merchandise, which is in 
turn sold to customers. Some sales dollars come 
from customers who pay cash, while others 
come from sales on credit. Both types are 
recorded in the accounting records. 





1. In your job, do you handle cash and 
personal checks? 

2. Do you handle credit card sales? 

3. Ifa business did not accept credit cards, 

how do you think it would affect overall 

sales? 


419 























z 
What You'll Learn 


To identify the special 
journals and how they 
are used. 

How to record sales of 
merchandise on account 
in a sales journal. 

How to post from the 
sales journal to the 
accounts receivable 
subsidiary ledger 
accounts. 

How to foot, prove, total, 
and rule the sales 
journal. 

How to post column 
totals from the sales 
journal to the general 
ledger. 


Why It’s Important 


The use of the sales 


journal provides a system- 
atic method of keeping 
track of sales on account. 


KEY EO 


special journals 


sales journal 


footing 
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SECTION | 


The Sales Journal 






In earlier chapters you learned how SR 
to record a variety of business transac- 
tions in a two-column general journal. 
A merchandising business can record 
all of its transactions in a general 
journal. However, each transaction 
requires at least three journal lines— 
one line for the debit, one line for the 
credit, and one line for the explanation 
or source document. Each debit and 
credit is posted separately to the 
general ledger. For merchandising 





businesses with many sales transac- 
tions, such as Crate & Barrel, this would be very time consuming. To 
improve efficiency many merchandising businesses use a special journal 


to record sales transactions. 


Special Journals 
Special journals have amount columns used to record debits and 


credits to specific general ledger accounts. Most transactions are recorded 
on one line. Special journals thus simplify the journalizing and posting 
process. The four most commonly used special journals and the type of 


transaction recorded in each journal are: 


Journal Transaction 


Sales journal sale of merchandise on account 
Cash receipts journal receipt of cash 
Purchases journal purchase of any asset on account 


Cash payments journal payment of cash, including payment by check 


Businesses that use special journals still need the general journal to 
record transactions that cannot be entered in the special journals. Let’s 


now look at the sales journal. 


The Sales Journal 
The sales journal is a special journal used to record sales of mer- 


chandise on account. Figure 16-1 shows the sales journal used by On 
Your Mark Athletic Wear. 

Like the general journal, the sales journal has a space for the page 
number and columns for the date and the posting reference. There is a 
separate column in which to record the sales slip number and a column 
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in which to record the name ot the charge customer. There are also three 
special amount columns. Figure 16-1 illustrates what is to be recorded in 


each column. 
Figure 16-1 Sales Journal 


SALES JOURNAL PAGE 
DATE “SUP CUSTOMER'S ACCOUNT DEBITED pdt ae PAYABLE. RECEIVABLE 
NO nek CREDIT CREDIT DEBIT 
1 1 
2 2 
3 3 


Record the amount of the merchandise sold on account | 


Record the amount of sales tax on the sale 





Record the total amount to be received from the customer on account 


Recording Sales of 
Merchandise on Account 


Are you ready to record a sale on ac- 
count in the sales journal? It’s simple. 
Let’s look at the same transactions you 
analyzed in Chapter 14 for On Your Mark 
Athletic Wear. This time we'll record 


ON YOUR MARK 
ATHLETIC WEAR x 


595 Leslie Street. Dallas, TX 7520777 *\ 


DATE: December 1, 20-- NO. 50 















Casey Klein 
3345 Spring Creek Parkway 
Plano, Texas 75094 


CASH CHARGE 
v 


UNIT 
PRICE 






DESCRIPTION 





transactions using the sales journal. 


280/00 
40/00 








Business Transaction 







$ 200/00 
12/00 
$ 212/00 


SUBTOTAL 






On December 1 On Your Mark sold merchandise on account to Casey SALES TAX 


Klein for $200 plus $12 sales tax, Sales Slip 50. PhS Aes 











JOURNAL ENTRY 
SALES JOURNAL PAGE 


SALES POST. SALES SALES TAX ACCOUNTS 


DATE SLIP CUSTOMER'S ACCOUNT DEBITED REF CREDIT PAYABLE RECEIVABLE 
NO. CREDIT DEBIT 


1 20-- 
2|Dec.| 1| 50 | Casey Klein 20000 1200 
2 3 4 5 











To record the transaction in the sales journal, journalize from left to right 
by following these steps. 


1. Enter the date of the sales slip in the Date column. 

2. Enter the sales slip number in the Sales Slip No. column. 

3. Enter the name of the customer in the Customer’s Account Debited 
column. 

4. Enter the total of the merchandise sold in the Sales Credit column. (This 
is the amount shown in the subtotal box of the sales slip.) 

5. Enter the amount of the sales tax in the Sales Tax Payable Credit column. 
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| On December 3 On Your Mark sold merchandise on account to South Branch 


| 
| | JOURNAL ENTRY 
| 








| | High School Athletics for $1,500, Sales Slip 51. 








SALES JOURNAL pace __12 
SALES SALES TAX ACCOUNTS 
POST. SALES 
SLIP PAYABLE RECEIVABLE 
DATE SLIP CUSTOMER'S ACCOUNT DEBITED ‘REF CREDIT ee ee 
I T 1 1 T 1 

3 3. $S1 South Branch H.S. Ath. 150000 150000 3 
a, Z 3 4 5 4 





6. Enter the total amount ta be received from ON YOUR MARK 2 


/ ; ATHLETIC WEAR ‘x 
the customer in the Accounts Receivable 595 Leste Street, Dallas, TX 75207," »\_ 
Debit column. (This is the amount shown = —DATE_December3,20-__Nno.5i__| 






South Branch High School 
1750 Rutgers Dr. 


in the total box of the sales slip.) SOLD 
Dallas, TX 75207 













TERMS 


You learned in Chapter 14 that sales tax is 2/10, n/30 


not imposed on sales of merchandise to tax- 
Baseball Uniforms 
Baseball Caps 

Baseball Mitts 
Baseballs 


exempt organizations. The next transaction in- 








volves a tax-exempt sale. 


















Baseball Bats ; 









SUBTOTAL 


Thank You! 




















Key Points 





Sales Journal Entry 
For each line of the 

| sales journal, make 
| sure that the credits 
|| (Sales and Sales Tax 
| Payable) equal the 
debit (Accounts 
Receivable). 
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This transaction is analyzed in the same manner as the previous trans- 
action—except there is no sales tax. There are only five steps involved in 
journalizing this transaction. The first four steps are the same. The fifth step 
is to skip the Sales Tax Payable Credit column. Enter the total amount to be 
received from the customer in the Accounts Receivable Debit column. 

For sales that do not include a sales tax, amounts entered in the Sales 
Credit column and in the Accounts Receivable Debit column are the same. 


Posting a Sales Journal Entry to the 
Accounts Receivable Subsidiary Ledger 


In Chapter 14 you learned about posting to the accounts receivable sub- 
sidiary ledger. To keep the balances of the customer accounts current, sales 
journal transactions are posted daily to the accounts receivable subsidiary 
ledger. Whether you use the general journal or the sales journal when posting 
to the accounts receivable subsidiary ledger, the process is similar. Refer to 
Figure 16-2 and follow these steps. 


1. Enter the date of the transaction in the Date column of the subsidiary 
ledger account. Use the same date as the journal entry. 

. In the Posting Reference column of the subsidiary ledger account, enter 
the journal letter and the journal page number. “S” is the letter used for 


N 


the sales journal. 

3. In the Debit column of the subsidiary ledger account, enter the total 
amount to be received from the customer. 

4. Compute the new balance and enter it in the Balance column. To find 
the new balance, add the amount in the Debit column to the previous 
balance amount. 
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SALES JOURNAL PAGE 12 
SALES i wr SALES TAX ACCOUNTS 
POST SALES 
SLIP I PAYABLE RECEIVABLE 
DATE dn CUSTOMER'S ACCOUNT DEBITED REF CREDIT aoe aa 
1|| 20-- | |_| |_| | 1 
2|| Dec. 1 SO. Casey Klein Vv 200)00 12\00 2,1\2|00 2 
3 5 i 


name _Casey Klein a o 
1 appress 3345 Spring Creek Parkway, Plano, TX 75094 


N 





DATE DESCRIPTION ee BALANCE 
| 20-- | | |_| 
| Dec... 1 Balance 500 00 
I 1 | S12 || 7112/00 4 






Figure 16-2 Posting a 
Sales Journal Entry to the 
Accounts Receivable 


5. Return to the sales journal and enter a check mark (v) in the Posting 


Reference column. The check mark indicates that the transaction has . sn 
Subsidiary Ledger 





been posted to the accounts receivable subsidiary ledger. In manual 
accounting systems, customer accounts are not numbered, so a check 
mark is used in the Posting Reference column. 


Completing the Sales Journal 


All special journals have amount columns used to record debits and cred- 
its to specific general ledger accounts. These amount columns simplify post- 
ing. Instead of posting each transaction separately to the general ledger, only 
the amount column totals are posted. For the sales journal, the column to- 
tals posted are the Sales Credit, the Sales Tax Payable Credit, and the Accounts 
Receivable Debit. Therefore, only three postings are made to the general 
ledger from the sales journal. 


Footing, Totaling, Proving, and 
Ruling the Sales Journal 


Before amounts are posted to the general ledger, the accountant cal- 
culates and verifies the column totals. Refer to Figure 16-3 as you follow 
each step. 


1. Draw a single rule across the three amount columns, just below the last 
transaction. 

2. Foot the amount columns. A footing is a column total written in small 
penciled figures. A footing must be verified. It is written in pencil so that 
it can be erased if a mistake is discovered. 

3. On a separate sheet of paper, test for the equality of debits and credits. The 
total of the debit column should equal the total of the two credit columns. 


Debit Column Credit Columns 


Accounts Receivable $11,305 Sales Tax Payable S. 555 
Sales 10,750 
Total $11,305 Total $11,305 


Section 1 


Posting from a 
Special Journal 

When posting from 
a special journal, post 
information from left 


to right across the 
ledger form. By fol- 
lowing this procedure, 
you will remember to 
enter all the informa- 
tion from the journal 
entry. 
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SALES JOURNAL PAGE 12 
DATE SUP. CUSTOMER'S ACCOUNT DEBITED i E “PAYABLE RECEIVABLE 
1 20- 
Dec 1. 50. Casey Klein v 
3 SI South Branch High School Athletics v 
S 52 Break Point Sports Club v 
9 53 Gabriel Ramos v 
6 10. 54 Kim Wong v 
12. 55 Robert Galvin v 
8 18. 56. Joe Dimaio v 
9 20, 57. Megan Sullivan ” v 
10 24, S$8. Tammy Fitness Club Vv 
1 26 S9 . Anita Montero v 
12 28 60 — Shashi Rahim v 
13 30. 61. Lara Young v 
14 31 lotals 
7 
4 5 


Figure 16-3 Jotaled and 
Ruled Sales Journal 





Footing the 
Amount Columns 
Use a pencil when 


first totaling the 
columns. If an error is 
made, column totals 
entered in pencil are 
much easier to correct. 
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4. In the Date column, on the line below the single rule, enter the date the 
journal is being totaled. 
5. On the same line, in the Customer’s Account Debited column, enter the 
word “Totals.” 
6. Enter the column totals, in ink, just below the footings. 
7. Double-rule the three amount columns. A double rule, as you know, 
indicates that the totals have been verified. 
After the sales journal is footed, proved, totaled, and ruled, the column 
totals are posted to the general ledger. 


Posting the Total of the Sales Credit Column 


Refer to Figure 16-4 as you read the procedure for posting the total of 
the Sales Credit column to the Sales account 


¥ 


È 


Sure 


RA 





9 





in the general ledger. 
1. In the Date column of the Sales account 
in the general ledger, enter the date from 
the “Totals” line of the sales journal. 


DD 


. Enter the sales journal letter and page 
number in the Posting Reference 
column. Remember, “$” is the letter for 
the sales journal. 

3. In the Credit column, enter the total from the Sales Credit column of 

the sales journal. 

4. Compute the new balance and enter it in the Credit Balance column. 
To determine the new balance, add the amount entered in the Credit 
column to the previous balance. 

5. Return to the sales journal and enter the Sales account number, in 

parentheses, below the double rule in the Sales Credit column. The 

number written in parentheses indicates that the column total has been 


posted to the general ledger account. 
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SALES JOURNAL PAGE 12 
SALES POST SALES SALES TAX ACCOUNTS 
| DATE FTA CUSTOMER'S ACCOUNT DEBITED REF CREDIT SR REGA 
1|] 20-- | | 1 
2|| Dec. 1 SO. Casey Klein v 20000 1200 212|00 2 
13 30 61. Lara Young Vv 7 13 
rll 31 Totals oo REG CEI in 
15]] 4 0 15 
16), | ces 16 
ACCOUNT DEI ____i _ ACCOUNT NO. 
| POST BALANCE 
| DATE DESCRIPTION REF DEBIT CREDIT Daan enter 
20» | 
| Dec. I Balance v 300 000 00 
Si SIZ 1075000 310\75000 4 





Posting the Total of the 
Sales Tax Payable Credit Column 


The next amount to be posted is the Sales Tax Payable Credit column 
total. Refer to Figure 16-5 as you read the following procedure. 
1. In the Date column of the Sales Tax Payable account, enter the date 
from the “Totals” line of the sales journal. 
2. Enter the sales journal letter and page number in the Posting Reference 


column. 
3. In the Credit column, enter the total from the Sales Tax Payable Credit 
column of the sales journal. 











Figure 16-4 Posting the 
Sales Credit Total to the 
General Ledger Account 


Figure 16-5 Posting the 
Sales Tax Payable Credit 
Total to the General Ledger 








SALES JOURNAL PAGE 12 
SALES SALES TAX ACCOUNTS 
POST. SALES 
| DATE pk CUSTOMER'S ACCOUNT DEBITED REF CREDIT ae ee 
1) 20-- | 1 
AI Dec. I SO. Casey Klein v 20000 12,00 211/2|00 | 2 
Ul 
13|| 31. 61 Lara Young + 
14, 31 Totals 
15, 
16 
1 = 
KOCOUNT Sa Tex Payanie. account No. 220 
B 
DATE DESCRIPTION POSI DEBIT — = Secor 
Il 20-- | 1. 
|| Dec. 1 Balance v |_| 1300 00 
A G20 | 9|00 129100 
31 512 | | 555 00 184600 4 
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4. 
3: 


Posting a Special Journal 
Column Total 

Entering an account 
number in parentheses 





Compute the new balance and enter it in the Credit Balance column. 
Return to the sales journal and enter the Sales Tax Payable account 
number, in parentheses, below the double rule in the Sales Tax Payable 
Credit column. 


Posting the Total of the 


under a column total Accounts Receivable Debit Column 


means that the column 
total has been posted 
to the general ledger. 
The account number l. 
indicates’ the account 
where the column 
total was posted. 


N 





The last column of the sales journal to be posted is the Accounts 


Receivable Debit column. Refer to Figure 16-6 as you read these steps. 


In the Date column of the Accounts Receivable account, enter the date 
from the “Totals” line of the sales journal. 


. Enter the sales journal letter and page number in the Posting Reference 


column. 


. In the Debit column, enter the total from the Accounts Receivable Debit 


column of the sales journal. 


SALES JOURNAL PAGE __ 12 
SALES SALES TAX ACCOUNTS 
SLIP i POST. SALES PAYABLE RECEIVABLE 
DATE NO. CUSTOMER'S ACCOUNT DEBITED REF. CREDIT CREDIT DEBIT 
1 20-- | |_| (LA 1 
2 Deco 1 SO Casey Klein 7 20000 (12/00 212/00 2 





13 30 61 Lara Young 
14 31 Totals 
15 
16 
ACCOUNT Accounts Receivable 
DATE DESCRIPTION 
20-- 
Dec. 1 Balance 
4 
31 


Figure 16-6 Posting 
Accounts Receivable Debit 


Total to the General Ledger 4. 


di 




















2 
ie : _Z ACCOUNT NO. _/15 
BALANCE 
oi DEBIT CREDIT, SEE Caen 
(ill | | 
/ |_| 6125900. | 
G20 15900 610000 | 


$12 11|305\00 | 1740500 Lt] lla 





Compute the new balance and enter it in the Debit Balance column. 
Return to the sales journal and enter the Accounts Receivable account 
number, in parentheses, below the double rule in the Accounts 
Receivable Debit column. 


Proving the Sales Journal at the End of a Page 


All special journals are totaled and proved at the end of every month. 


Sometimes, however, a business has so many transactions in one month that 
it is impossible to fit them all on one journal page. When this occurs, the 
journal page is totaled and ruled before a new page is started. 


Refer to Figure 16-7 and follow these steps to record the totals and carry 


them forward to the next page. 
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32 
33 
34 
35 


nm 


N 


a WD 


NO Oa A 


Oo © 


10 











































{ 
SALES JOURNAL PAGE 12 
SALES POST Sates SALES TAX ACCOUNTS 
SUS PAYABLE RECEIVABLE 
DATE "0. CUSTOMER'S ACCOUNT DEBITED REF CREDIT ARS tear 
Jan. 2 62 Casey Klein 6 0.0 00 | 36 00 63 6 00 16 
| | | 
25 79. Kim Wong 900 00 54100 95 SI 00 32 
24-80} Robert Galvin xp food aan ate o 
sOTTICA LOTWAFe 12|5.0.0|0 69000 13519000 34 
| | 
| 
| | HH 
2 3 + 10 
6 ,. 
SALES JOURNAL PAGE 13 
SALES SALES TAX ACCOUNTS 
POST. SALES 
SLIP : PAYABLE RECEIVABLE 
DATE NO CUSTOMER'S ACCOUNT DEBITED REF. CREDIT CREDIT DEBIT 
20-- | tT | Ls 
Jan. 24 ¥ — Brought Forward v 12\|5 00,00 69 0 001319000 2 
peo] ia 
| | 
7 38 9 
Figure 16-7 Starting a 


. Draw a single rule across the three amount columns below the last trans- 


New Journal Page 


action. Foot the columns and prove the equality of debits and credits. 


. On the line following the last transaction, enter the date of the last 


transaction in the Date column. 


. In the Customer’s Account Debited column, write “Carried Forward.” 

. Place a check mark (v) in the Posting Reference column. This check 
mark indicates that these totals are not to be posted. 

. Enter the column totals in ink. Do not double-rule the columns. 

. On the next journal page, enter the new page number. 

. On line 1 and 2 enter the complete date (year, month, and day) in the 
Date column. Use the same date as on the last line of the previous page. 

. Write “Brought Forward” in the Customer’s Account Debited column. 


. Place a check mark (v) in the Posting Reference column. 


. Enter the column totals from the previous page on line 2. 


ad | 


CCOUNTING 


Laptop Safety 


Business travelers who 
carry a laptop should test 
the phone lines to make 
sure that power surges 
don't ruin their computers. 


The journal page is now ready for the recording of the next transaction. 


A MATTER OF ETHICS 


Working for a Competitor 


Accounting clerks use sales journals to record 
sales on account, which means they have direct 


access to the company’s customer lists. Imagine 
that you are an accounting clerk at a furniture 
store like Haverty’s. A co-worker named Bob also 
works as an accounting clerk, but only part-time. 
Recently, Bob has confided in you that during the 
mornings, he works at World Classic Furniture, a 
competitor of Haverty’s. 


Et 


& 


hical Decision Making: 
What are the ethical issues? 
What are the alternatives? 
Who are the affected parties? 


How do the alternatives affect 
the parties? 


What would you do? 
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SECTION | Check Your Understandingo 





Now that you have studied this section, complete the following questions and problems. 





Thinking Critically 


1. List the four most commonly used special journals. What transactions are recorded in each 





| ” ot these special journals? 










2. What does an account number written in parentheses under a 
column total mean? 





Communicating Accounting 

You work for Equestrian Steps—Horse Boarding and Lessons, 
which sponsored an equestrian competition last weekend. During 
the competition you had to purchase grain on account from the 
local feed store. You need to tell the accountant about the purchase 
so that she can record it in the accounting records. On a separate 
sheet of paper, write a briet memo explaining the transaction. The 


grain cost $85. The feed store charged a 6% sales tax. 





Problem 16-1 Posting Column Totals from the 
Sales Journal 
Instructions Here 

















SALES JOURNAL PAGE 4 
are the column totals 
| “e Cer 
of the sales jou mal for DATE Pr CUSTOMER'S ACCOUNT DEBITED REF CREDIT ee Ge LE 
the month of April. In 1 20- 1 
eRe ES 2 Apr. 1 47 Amy Anderson v 0000 4800 4800 2 
your working papers, i 


post these totals to the 32 30 Totals 12 0000072000 121720) 


appropriate general 33 





ledger accounts. 


METRO. 
| Problem 16-2 Analyzing a SPORTS DISTRIBUTORS — | 
| Source Document DATE: June 15, 20- No. 113 
















M&M Consultants 

























Metro Sports Distributors had the following SOLD | 2816 Mt. Odin Drive 
transaction on June 15. Williamsburg, VA 23185 
Instructions sf S/S yn/45 | 
| i 1. Analyze the sales slip shown. In your working QTY. | DESCRIPTION PRICE | AMOUNT 
| Aa 7 Po nr 10 | Golf Bags $ 50.00] $500 00 
|| papers, record the required entry on page 3 of Di cao noe 
| the sales journal. 20 | Golf Caps i | = enor ian bo 
2. Post to the customer's account in the accounts - cal i al x | 
receivable subsidiary ledger. | 
SUBTOTAL| $ 820 00 
SALES TAX 
Thank You! $ 861 00 
| 
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The Cash Receipts Journal 


In Chapter 14 you learned about cash receipts. The three most 
common sources of cash for a merchandising business are payments from 
charge customers, cash sales, and bank card sales. Cash is also received, 
though less frequently, from the sale of other business assets. 

Think about cable television, electric, and telephone companies in 
your area. Can you imagine how many checks these companies receive 
every day? You can be sure they have streamlined the cash receipts process 
so that checks are recorded as efficiently as possible and deposited in the 
bank promptly. In this section, you will learn a more efficient way to 
record cash receipts by using a special journal called the six-column cash 
receipts journal. 


The Cash nasal Journal 


is a special journal used to record all cash 





receipt transactions. Every i transaction recorded in the cash receipts 
journal requires a debit to the Cash in Bank account, so there is always 
a Cash in Bank Debit column. The number of credit columns varies, 
depending on the needs of the business. 

The cash receipts journal used by On Your Mark Athletic Wear is shown 
in Figure 16-8. In addition to the date, source document, account name 
and posting reference columns, it contains six amount columns. 

To keep the customer account balances current, the entries in the 
Accounts Receivable Credit column are posted daily to the accounts 
receivable subsidiary ledger. The entries in the General Credit column 


are posted daily to the individual general ledger accounts. At the end of 


the month, the totals of all the special amount columns are posted to 
the general ledger accounts named in the column headings. 


= 
What You'll Learn 


* How to record trans- 
actions in the cash 
receipts journal. 

* Howto post from the 


cash receipts journal to 

accounts receivable sub- 

sidiary ledger accounts. 
* Howto post amounts in 


the General Credit col- 


umn of the cash receipts 
journal to general ledger 


accounts. 

* Howto post column 
totals from the cash 
receipts journal to the 
general ledger. 


* Howto prepare a sched- 
ule of accounts receivable. 


Why it's Important 


Use of the cash receipts 


journal will save time and 
reduce errors. 


cash receipts journal 
schedule of accounts 
receivable 
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CASH RECEIPTS JOURNAL Sue 





SALES TAX ACCOUNTS SALES CASH 
pare | 906 ACCOUNT NAME eee ee ea PAYABLE RECEIVABLE —_ DISCOUNTS IN BANK 
CREDIT CREDIT DEBIT DEBIT 
il 2 2 
| . 
| 3 | 3 











‘ 
| e Record credits to accounts for which 
I} | there is no special column 
| . 
e Record amount of merchandise purchased 
by customers using cash or bank cards 
| e Record amount of sales tax collected on cash or bank card sales 
| e Record payments from charge customers here 
e Record the amount of cash discounts taken by charge customers 
e Record the amount of cash actually received in the transaction 


Figure 16-8 Cash Receipts Journal 


Recording Cash from Charge Customers 


Let's record a transaction for cash received from a charge customer. The 
source document for this transaction is the receipt. 








ON YOUR MARK op. RECEIPT 
ATHLETIC WEAR }x No. 301 
Py = 595 Leslie Street, Dallas, TX 75207 7 N \S i 
Business Transaction 
Dec.5 99 — | 
On December S On Your Mark received $212 from RECEIVED FROM_Casey Klein _ $2 212,00 
Casey Klein to apply on account, Receipt 301. e 


FOR On account 





| INSEDIATI ZA EZRA RECEIVED BY Michael smith 


JOURNAL ENTRY 











CASH RECEIPTS JOURNAL pace 13 
SALESTAX —ACCOUNTS SALES CASH 
Doc POST. GENERAL SALES 

DATE ACCOUNT NAME PAYABLE RECEIVABLE DISCOUNTS IN BANK 

NO REF. CREDIT CREDIT CREDIT CREDIT DEBIT DEBIT 
20-- || LI 1 
2 Dec. 5 R301 Casey Klein 1200 |] 1200 2 
3 1 2 3 + 5) 3 











Follow these steps when journalizing cash receipts from charge customers: 


1. Enter the date of the transaction in the Date column. 
2. Enter the receipt number in the Document Number column. Write the 


| Cash Receipts letter “R” (for receipt) before the receipt number. 
| Journal Entry 3 


Be sure that for 4 
each line of the cash 


. Enter the name of the customer in the Account Name column. 
. Enter the decrease in the amount owed by the customer in the Accounts 





Receivable Credit column. 
5. Enter the amount of cash received in the Cash in Bank Debit column. 


receipts journal, the 
debit and credit entries 
are equal. When this entry is posted to the customer’s account in the accounts 





receivable subsidiary ledger, a check mark (v) is entered in the Posting 
Reference column of the cash receipts journal. 
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Recording Cash Received on Account, 
Less a Cash Discount 


Now let's record a cash receipt transaction with a cash discount. 







_____—‘’©NYOUR MARK + RECEIPT 
e toi n 
Business Transaction ene No. 302 
Dec. 12 20 -- 


On December 12 On Your Mark received $1,470 from 
South Branch High School Athletics in payment of Sales 
Slip 51 for $1,500 less the discount of $30, Receipt 302. 


RECEIVED FROM South Branch H.S. Athletics ¢ 1,470.00 
DOLLARS 





One thousand four hundred seventy and "°/100 






FOR On account 


RECEIVED By Michael Smith 
JOURNAL ENTRY 



















CASH RECEIPTS JOURNAL PAGE 13 
SALES TAX ACCOUNTS SALES CASH 
DOC. POST. GENERAL SALES 
DATE ACCOUNT NAME PAYABLE RECEIVABLE DISCOUNTS 
NO. REF. CREDIT CREDIT CREDIT CREDIT DEBIT 






' I I ' I I I I ' ' 






12 R302 South Branch H.S. Ath. 


1 2 3 








Follow these steps to journalize this transaction: 


1. Enter the date of the receipt in the Date column. 

2. Enter the receipt number in the Document Number column. Remember 
to write the letter “R” before the receipt number. 

3. Enter the name of the customer in the Account Name column. 

4. In the Accounts Receivable Credit column, enter the amount of the 
original sales transaction (the amount that was debited in the sales 
journal) less any related sales returns or allowances. 

5. Enter the cash discount amount in the Sales Discounts Debit column. 

6. Enter the amount of cash received in the Cash in Bank Debit column. 


Recording Cash Sales 


Many businesses journalize cash sales and make cash deposits daily. 
In this chapter, however, we assume that On Your Mark records cash sales 


every two weeks. 













Py on Dec. 15 | 
Business Transaction Tape 55 | 
On December 15 On Your Mark records the cash sales for the first two | 
weeks of December, $3,000, and $180 in related sales taxes, Tape 5S. 3000.00 CA | 
180.00 ST | 
[e] 
JOURNAL ENTRY | 
| 
ly DDO MOON oh A 
CASH RECEIPTS JOURNAL PAGE. dd: 
DOC. POST GENERAL SALES SALES TAX ACCOUNTS SALES CASH 
DATE NO ACCOUNT NAME REF CREDIT GREDIT "EREDI RECEIVABLE DISCOUNTS IN BANK 
4 15 TSS Cash Sales — 3 00000 18000 | 3 18000 
SES 2 3 4 5 6 7 
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The source document for this transaction is the cash register tape. 


Journalizing I. Enter the date written on the cash register tape in the Date column. 
Cash Receipts 2 


When journalizing 
a cash receipt transac- 3 
tion involving a sales 


the letter “T” (for tape) before the tape number. 
. Enter the words “Cash Sales” in the Account Name column. 


discount, be sure to 
credit Accounts 
Receivable for the 
amount of the original is not posted individually to the general ledger accounts. 


the cash sales entry are posted to the general ledger as part of the 


sales transaction less 5. Enter the amount of merchandise sold in the Sales Credit column. 
any related sales 6. Enter the amount of the sales taxes collected in the Sales Tax Payable 
returns or allowances. Credit column. 





7. Enter the total cash received in the Cash in Bank Debit column. 


Recording Bankcard Sales 


A business can record and deposit bankcard sales slips at any interval. For 
illustration purposes, we assume that On Your Mark processes bankcard sales 
every two weeks. Let’s record a bankcard sales transaction. Notice how this 


is Similar to recording a cash sale. 


= _ — Dec..15 
Tape 55 





Business Transaction 





On December 15 On Your Mark recorded bankcard sales of $700 for the 700.00 BCS 
first two weeks of December and related sales taxes of $42, Tape 5S. 42.00 ST 


| 
| 
| 


EE EE T*®'P’:I' 


JOURNAL ENTRY | 





Lor Y aly Dlr bertrsiosh eh 














CASH RECEIPTS JOURNAL 

| SALESTAX —ACCOUNTS SALES CAS 
| Doc POST GENERAL SALES 

DATE ACCOUNT NAME PAYABLE RECEIVABLE DISCOUNTS IN BANK 
| NO REF CREDIT CREDIT CREDIT CREDIT EBIT DEBIT 
| I pis 
\|s 1S. TSS Bankcard Sales = 0000 4200 
lle 1 = 3 4 5 6 


Follow these steps when entering bankcard sales in the cash receipts 


journal. The source document for this entry is the cash register tape. 


1. Enter the date of the cash register tape in the Date column. 


N 


. Enter the number of the tape in the Document Number column. 
Remember to write the letter “T” before the tape number. 
3. Enter the words “Bankcard Sales” in the Account Name column. 


4. Enter a dash in the Posting Reference column. The amounts recorded in 


the bankcard sales entry are posted to the general ledger as part of the 
column totals at the end of the month. 
5. Enter the amount of merchandise sold in the Sales Credit column. 
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Follow these steps when entering cash sales in the cash receipts journal. 


. Enter the number of the tape in the Document Number column. Write 


4. Enter a dash in the Posting Reference column. The amounts recorded in 


column totals at the end of the month. The dash indicates that the entry 











6. Enter the amount ot sales taxes collected in the Sales Tax Payable Credit 


column. 
7. Enter the total cash received in the Cash in Bank Debit column. 


= = 
Recording Other Cash Receipts 
Occasionally, a retail business will receive cash from a transaetion that 
does not involve the sale of merchandise. Since the business is receiving 
cash, the transaction is entered in the cash receipts journal. 











ON YOUR MARK op. RECEIPT 
2 ATHLETIC WEAR fx No. 303 
B usiness Tr ansac t ion 595 Leslie Street, Dallas, TX 75207 \_ 
_Dec.16 20-- 
On December 16 On Your Mark received $30 from RECEIVED FROM MandyHarris sss sg 30.00 
Mandy Harris, an office employee. She purchased a cal- Thirty and °/19 ———______— —— DOLLARS 


culator that the business was no longer using, Receipt 303. FOR calculator 


RECEIVED By_ Michael Smith 









JOURNAL ENTRY 











CASH RECEIPTS JOURNAL pace 13 | 
| 
SALES TAX | ACCOUNTS SALES CASH 
Doc. POST. GENERAL SALES 
DATE ACCOUNT NAME PAYABLE RECEIVABLE DISCOUNTS IN BANK 
NO: Rer.|j)_GREDIF CREDIT CREDIT CREDIT DEBIT DEBIT 
1 I I I I ' I 1 1 ' ! ! 
6 16 R303 Office Equipment 3000 | 3000 6 









1 z 3 








Follow these steps to enter this transaction into the cash receipts journal: 


1. Enter the date of the receipt in the Date column. 

2. Enter the letter “R” and the receipt number in the Document Number 
column. 

3. Enter “Office Equipment” in the Account Name column. 

4. Enter the amount of the credit in the General Credit column. Use the 
General Credit column whenever the credit part of the entry is to an 
account that does not have a special amount column. 

S. Enter the amount of cash received in the Cash in Bank Debit column. 


Posting to the Accounts 
Receivable Subsidiary Ledger 


Daily postings are made from the Accounts Receivable Credit column 
to the accounts receivable subsidiary ledger. This ensures that customer 
accounts are always current. To post a cash receipt transaction to an account 
in the accounts receivable subsidiary ledger, refer to Figure 16-9 and fol- 
low these steps. 


1. Enter the date of the transaction in the Date column of the subsidiary 
ledger account. 

2. In the Posting Reference column of the subsidiary ledger, enter the 
journal letters and the page number. Use the letters “CR” for the cash 





receipts journal. 
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pare’ ie ACCOUNT NAME 
1 20-- 
2 Dec. 5S R301 Casey Klein 
3 


name Casey Klein 


ADDRESS 3345 Spring Creek Parkway, Plano, TX 75094 


. In the Credit column of the subsidiary ledger account, enter the amount 
shown in the Accounts Receivable Credit column of the cash receipts 
journal. 


. Compute the new balance and enter it in the Balance column. If the 


account has a zero balance, draw a line through the Balance column. 


. Return to the cash receipts journal and enter a check mark (W) in the 


Posting Reference column. 


CASH RECEIPTS JOURNAL pace ___13 - 
SALES TAX ACCOUNTS SALES CASH 
POST GENERAL SALES ! 
PAYABLE RECEIVABLE DISCOUNTS IN BANK 
REF. CREDIT CREDIT CREDIT CREDIT DEBIT DEBIT 

1 

J 21200 21200 2 
5 | 3 | 

3 












POST. 


DATE DESCRIPTION REE DEBIT CREDIT BALANCE 

20-- Li 

Dec. 1 Balance v | 500 00 
1 S12 2 12|00 712,00 
5 


CR13 212,00 50000 4 





Figure 16-9 Posting from the Cash Receipts Journal to the Accounts Receivable Subsidiary Ledger 


Posting the General Credit Column 


Daily postings are made from the General Credit column of the cash 


receipts journal to the appropriate accounts in the general ledger. Refer to 


Key Points 


Posting from the 

Cash Receipts Journal 2 
When posting a 

cash receipts journal 

entry to the accounts 

receivable subsidiary 

ledger, be sure to post 





the amount recorded 4 
in the Accounts 
Receivable Credit 
column. 
5 


Figure 16-10 as you read the steps for posting amounts from this column. 


i, 


Enter the date of the transaction in the Date column of the general 
ledger account. 


. Enter the journal letters and page number in the Posting Reference 


column of the ledger account. Be sure to use the letters “CR” for cash 
receipts journal. | 


. In the Credit column of the ledger account, enter the amount from the 


General Credit column of the cash receipts journal. 


. Compute and enter the new account balance in the proper Balance 


column. For the Office Equipment account shown in Figure 16-10, the 
Debit Balance column is used. If the account has a zero balance, draw a 
line through the appropriate Balance column. 


. Return to the cash receipts journal and enter the general ledger account 


number in the Posting Reference column. 


The cash receipts journal entry for the December 16 transaction is now 


posted. All transactions recorded in the General Credit column are posted in 


the same manner. 
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CASH RECEIPTS JOURNAL pace 13 





pare (922 accountname = POST: GENERAL = SALES ANABIE © RECENABLE DISCOUNTS IN BANK 
1 20-- 1 
2 Dec. 5 R301 Casey Klein Vv | 1200 te 2 
3 12 R302 South Branch H.S. Ath. 7 150000 3000, 147000 3 
4 15 TSS Cash Sales - | 3 00000 18000 318000 4 
5 1S TSS Bankcard Sales - 70000 4200 74200 5 
6 16 R303 Office Equipment 3000 6 
7 7 
1 slo di 2 
ACCOUNT _ Office Equipment VA ACCOUNT NO 145 



















POST. BALANCE 








DATE DESCRIPTION REF DEBIT CREDIT DER chéort 
20-- 
Dec. 1 Balance Jv 985500 
16 CR13 982500 4 






Figure 16-10 Posting from the General Credit Column of the Cash Receipts Journal 


Footing, Totaling, Proving, and 
Ruling the Cash Receipts Journal 


To complete the cash receipts journal, refer to Figure 16-11 and follow 









these steps: Calculating 






Sales Discount 
1. Draw a single rule across the six amount columns, just below the last To calculate the amount 
transaction. of a sales discount, multiply 
2. Foot the columns. the percentage times the 
3. Test for the equality ot debits and credits. sale amount before sales 
Debit Columns Credit Columns eee ees 
Sales Discounts $ 30 General S$ 30 
Cash in Bank 17,283 Sales 9,700 
Sales Tax Payable 582 
Accounts Receivable 7,001 
Total $ 17,313 Total $ 17,313 


4. In the Date column, on the line below the single rule, enter the date the 
journal is being totaled. 

5. On the same line in the Account Name column, enter the word “Totals.” 

6. Enter the column totals, in ink, just below the footings. 

7. Double-rule the amount columns. 


Take a look at the completed Cash Receipts Journal. As you can see, a 
business saves time by using this special journal to record its cash receipts 
in one location instead of using many general journal pages. 

After the cash receipts journal is footed, proved, totaled, and ruled, the 
column totals are posted to the general ledger. 
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DOC 


DATE NO ACCOUNT NAME 


1 20-- 
2 Dec. 5S R301 Casey Klein 
3 12 R302 South Branch H.S. Ath. 


4 15 TSS Cash Sales 
5 1S TSS Bankcard Sales 
6 16 R303 Office Equipment 
7 18 R304 Break Point Sports Club 
8 20 R305 Anita Montero 
9 22 R306 Gabriel Ramos 
10 23 R307 South Branch H.S. Ath. 
11 24 R308 Tammy’s Fitness Club 
12 26 R309 Kim Wong 
13 27 R310 Lara Young 
14 27 R311 Robert Galvin 
15 28 R312 Joe Dimaio 
16 31 TS6 Cash Sales 
17 31 TS6 Bankcard Sales 
18 31 Totals 
Mi peri 
4 5 


Figure 16-11 Totaled and Ruled ¢ 


CASH RECEIPTS JOURNAL 


e et Risi Tae 
4 LU 

v | font 

- | 300000 |18000 
- | 70000 | 4200 
145 3000 | 

v 

Vv 

x + 

Vv | 

/ | | 

“to | 

7 | | 

ci | | 

J | 

= 5 00000 30000 

1 00000 6000 





cash Receipts Journal 


ACCOUNTS 
RECEIVABLE 
CREDIT 


21200 
150000 


100000 
10000 
50000 

100000 

130000 
30000 
20000 
46500 
42400 


SALES 
DISCOUNTS 
DEBIT 


3000 


page ___13 


CASH 
IN BANK 
DEBIT 


PES 


21200 
1147000 
318000 

74200 

3000 
100000 

10000 

50000 
100000 10 
130000 1 

300 00 12 

20000 13 

465 OO 14 

42400 15 


o ON DH F&F WwW LH 


5130 Roo” 
106000 17 


“ant si a Oe 
00 0000 0.00 00 eo 


Posting Column Totals to the General Ledger 


There are six amount columns in the cash receipts journal used by On 


Your Mark. Only five of the column totals, however, are posted to the general 


ledger. The total of the General Credit column is not posted. The entries in 


this column have already been posted, individually, to the general ledger 


ACC( 


»unts. (See Figure 16-10.) 


As shown in Figure 16-12, the total in each of the other five amount 


columns is posted to the general ledger account named in the column 


CONNECT TO ... 
FOREIGN LANGUAGE 


If an American buys a 


Japanese product and | 

promises to pay in yen 90 

days after receiving it, does 2. 
he or she pay the dollar/yen 3 
exchange rate at date of 

purchase or the settlement 4. 
date? Accountants must 

make such decisions when 5 


translating foreign currency 
for international business. 
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. Post the Sales 


Refer to Figure 16-12 and follow these steps: 


indicate that this total is not posted. 


Post the Sales total to the Sales 


to the Debit or Credit column of the ledger account. 


account Credit column. 


heading. The column heading indicates whether the amount is to be posted 


. Place a check mark in parenthesis under the General column total to 


Post the Sales Tax Payable total to the Sales Tax Payable account 


Credit column. 


Post the Accounts Receivable total to the Accounts Receivable 


controlling account Credit column. 
Discount total to the Sales 


column. 


receipts journal. 


nals: Sales and Cash Receipts 


. Compute new balances for each general ledger account. 


Discounts account Debit 


. Post the Cash in Bank total to the Cash in Bank account Debit column. 


8. Write the number of each account below the double rule in the cash 













































153 




















CASH RECEIPTS JOURNAL PAGE 
SALES TAX ACCOUNTS SALES CASH 
a O GENERAL SALES 
DATE ro ACCOUNT NAME fae eat CREDIT ee ee RATE RS 
1||20-- | || || | | 1 
2 Dec. 5S R301 Casey Klein v | | || 21200 212\00 2 
17 31 TS6 Bankcard Sales a | 100000. 6000 1.06000 17 
tl |31l Totals i ta e 
19 (v (401) (21210) (115) (40:5) (101) 19 
20 20 
ACCOUNT _ Cash in Bank _ E _ ACCOUNT No. 101 
BALANCE 
DATE DESCRIPTION oi CREDIT DEBIT CREDIT 
208: | 
Dec. I Balance Vv |_| 1S 000 00 
31 1728300 32\283|00 
ACCOUNT Accounts Receivable 7 _ ~ ACCOUNT NO. |115 | 
BALANCE 
| DATE DESCRIPTION DEBIT CREDIT DEBIT CREDIT 
_ 20-- Li 
_|| Dec. 1 Balance I 6125 9|00 
4 G20 | 15900 6100.00 
31 S12. 11|305|00 17,405 00 
31 CR13 7001/00 4150404,00 
ACCOUNT Sales Tax Payable 1 a 7 ACCOUNT NO. 220 _ 
BALANCE 
DATE DESCRIPTION ee DEBIT CREDIT DEBIT CREDIT 
|| 20-- 
. Dec. 1 Balance 130000 
8 9 00 | 129100 
31 S12 5|5|5|00 184600 
3 CR13 5 8 2|00 2\4 2 8\00 
ACCOUNT Sales a - _ ACCOUNT NO. #01 
BALAN 
DATE DESCRIPTION ee CREDIT DEBIT CREDIT 
20-- | 
Dec. 1 Balance v | 300 0 0 0 00 
31 S12 1075 0|00 310750 00 
31 CRI3, 9\700 00 320450 00 
ACCOUNT Sales Discounts _ a __ ACCOUNT No. 405 
BALANCE 
DATE DESCRIPTION Tae DEBIT QREDIT DEBIT CREDIT 
+ 20-- + 
Dec. 1 Balance v 700 00 
31 CR13 30 00 7 30 00 
Figure 16-12 Posting Column Totals from the Cash Receipts Journal 
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‘Did You Know? 


Theaters 

Sony Corporation 
owns part of the larg- 
est theater company in the 
world. Loews Cineplex 


Entertainment is the result of 
a merger between Sony’s 
Loews Theatres and Cine- 
plex Odeon. The combined 
company has over 2,600 
movie screens in 460 
locations in North America. 





ACCOUNTING 


Flashbacks, 





EGYPTIAN ACCOUNTANTS 
In ancient Egypt, 
accountants were highly 
respected members of 
society. They were the 
pharaohs’ right hands, 
summarizing detailed daily 
records into monthly and 
yearly financial statements. 





Proving the Accounts Receivable 
Subsidiary Ledger 


The Accounts Receivable account is the controlling account for the 
accounts receivable subsidiary ledger. That is, the controlling account is a 
summary of all the customer accounts in the subsidiary ledger. At the end 
of the month, after posting is completed, the balance of Accounts Receiv- 
able (controlling) in the general ledger should equal the total of the balances 
of the individual accounts receivable subsidiary ledger accounts. 

To prove the subsidiary ledger, prepare a schedule of accounts receiv- 
able. A schedule of accounts receivable is a report listing each charge cus- 
tomer, the balance in the customer’s account, and the total amount due 
from all customers. 

In a manual accounting system, the schedule may be prepared on plain 
paper or accounting stationery. The schedule may also be prepared on a 
computer. 

Figure 16-13 shows On Your 
Mark’s schedule of accounts receivable 
for the end of December. The heading 
identifies the schedule and the date. 
Customer accounts are listed in alpha- 
betical order, as they appear in the 
accounts receivable subsidiary ledger. 
All customers are listed, even those 
with zero balances, to ensure that no 
customer is omitted by mistake. 
According to the schedule, the total 
amount to be received from all cus- 
tomers is $10,404. As you can see, this 
total matches the balance of the 
Accounts Receivable account in the 
general ledger. The accounts receivable 
subsidiary ledger has, therefore, been 





proved. 


Errors in the Subsidiary Ledger 

Proving the accounts receivable subsidiary ledger with the controlling 
account determines whether or not the sum of the subsidiary ledger equals 
the ending balance of the controlling account. This is an internal control 
procedure that often uncovers certain types of errors. For example, this pro- 
cedure should detect a failure to post a transaction to the subsidiary ledger or 
an error in computing an account balance. It does not provide assurance that 
transactions were posted to the correct Customer account within the sub- 
sidiary ledger. If an amount were posted to the wrong customer account, the 
subsidiary ledger and the controlling account would be in balance, but the 
posting error still exists. These types of errors are difficult to detect. These 
errors are often detected by a customer who finds the error on a monthly billing. 
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ACCOUNT Accounts Receivable ACCOUNT No. //5 


DATE DESCRIPTION Posi DEBIT CREDIT SER ee aa 
20-- | | | 
Dec. 1 Balance v | | 6\2 5 9\00 
A G20 15900. 6|100|00 
31 S12 11|305|00 | 17|405|00 
31 CRI3 7,001, 00 10\404 00 


On Your Mark Athletic Wear 
Schedule of Accounts Receivable 
December 31, 20-- 


| Break Point Sports Club 
_ Joe Dimaio 
_ Robert Galvin 
_ Casey Klein 
_ Anita Montero 
| Shashi Rahim 
| Gabriel Ramos 
. South Branch High School Athletics 
. Megan Sullivan 
_ Tammy's Fitness Club 
_ Kim Wong 
_ Lara Young 


The balance of the 
Accounts Receivable 
account should equal 
the total of the schedule 
of accounts receivable. 





Figure 16-13 Schedule of Accounts Receivable 





ANALYZING FINANCIAL REPORTS 
Operating Results 


As you learned earlier, public corporations publish the financial results of their business operations each 
year in an annual report. The annual report contains much more than just financial data about the business. 
The company usually includes a description of the business activities of the past fiscal period, new product in 
development, and the business actions taken by the company’s management to help make the business 
successful in the future. 

The description of business activities includes management’s analysis and interpretation of the financial 
data. For example, if revenue has increased, the description might provide reasons for the increase and 
projections for the next fiscal period. 


> Analyze the Report: 
Use the pages labeled “Management’s Discussion & Analysis of Financial Condition 
& Results of Operations” on page 799 for Ben & Jerry’s to answer these questions. 
1. Did sales increase or decrease over the prior year? 
2. What reasons are given for the change in sales from the prior fiscal period? 
3. Why do you think an analysis of sales would be important to people reading an 
annual report? 
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SECTION 2 Check Your Understanding 





Now that you have studied this section, complete the following questions and problems. 


Thinking Critically 


1. Explain the rules of debit and credit for recording bank card sales. 





2. What is included in a schedule of accounts receivable? Explain how to prove the accounts 
receivable subsidiary ledger. 


Computing in the 
Business World 


You are hired to audit the books for a com- 






puter software retailer, Software Biz. As you re- 
view the books, you realize that the sales tax was 
not calculated on a sales slip. You also want to es- 
timate cash receipts from a sale. On a separate 
sheet of paper, make the following calculations: 





1. Accounts Receivable—Business World; Sales Slip 47: software for 
$550; sales tax at 6% What is the total due? 

2. Accounts Receivable—Cindy Caskey; Sales Slip 48: 
Software $46.53 PF 9 
Sales tax - 20 | 
Total $49.32 
Terms: 1/10, n/30. 
How much will be received if paid within the discount period? 





Problem 16-3 Completing the Cash Receipts Journal 


The cash receipts journal for the month of January is provided in your working papers and 


illustrated below. 


Instructions In your working papers, foot, prove, total, and rule the cash receipts journal. 





CASH RECEIPTS JOURNAL pace __10 _ 

1 20-- | 1 
2 Jan. 3 RSO2 Jennifer Smith Vv 8000 | 8000 2 
3 5 RSO3 Wilton High School Vv 3 10000 6200 303800 3 
4 8 RSO4 Store Equipment 155 7500 | 7500, 4 
5 15. T42 Cash Sales -- Ss 00000 0000 SÉ 00 0. 5 
6 15 T42 Bankcard Sales — 1 20000 7 2\00 | 1 72 0) 6 
7 20 RSOS Norwin High School J 240000 4800, 2 52 O|| 7 
8 30 RS06 Supplies 115 3000 30 JO 8 

9 
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Ha 


KEY CONCEPTS 


1. Special journals are used by businesses that have many transactions. The most commonly used 
special journals are: the sales journal, the cash receipts journal, the purchases journal, and the 
cash payments journal. 

2. A sales journal is used to record all sales of merchandise on account. The entry to record the sale 
of merchandise on account in the sales journal is illustrated below. 


SALES JOURNAL PAGE I 
SALES POST SALES SALES TAX ACCOUNTS 
DATE SLIP CUSTOMER'S ACCOUNT DEBITED REF CREDIT PAYABLE RECEIVABLE 
| NO. CREDIT DEBIT 
+ Date Sales Customer's Account Name XX X| XX X X| XX Xx|x|xX| 1 
2 Slip 2 
No. 
3 3 


3. Daily postings are made from the Accounts Receivable Debit column to customer accounts in the 
accounts receivable subsidiary ledger. At the end of the month, the totals of the amount columns 
in the sales journal are posted to the accounts named in the column headings. 

4. The cash receipts journal is used to record all cash received by a business. 

5. The following illustrates the use of the cash receipts journal: 

(a) the receipt of cash from a charge customer 

(b) the receipt of cash from a charge customer less a cash discount 
(c) the receipt of cash from cash sales 

(d) the receipt of cash from bankcard sales 

(e) the receipt of cash from the sale of other assets 


CASH RECEIPTS JOURNAL PAGE 

Date of Receipt 

(a) 1 Receipt No. Customer's Name XX X|XX IXIXIXIXX|| 1 
Date of Receipt 

(b) 2 Receipt No. | Customer's Name XX XXX XX\XX XIXIX|XX | 2 
Date of Tape 

(c) 3 Deposit No. Cash Sale X|XIXIXX XX|XX XIXIXIXX | 3 
Date of. Tape | | 

(d) 4 Deposit No. Bankcard Sales XIXIXIXX X\X|XX XIXIXIXX!| 4 
Date of Receipt 

(e) 5 Receipt No. Account Affected xx|xx [x\x\x|xX | 5 





6. The schedule of accounts receivable lists all charge customers and the amount each 
customer Owes. 
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Imagine that you are the accounting manager for Terr 6 













FarthWear Clothing. Recently you noticed that several sales 
associates are not keeping good records of sales transactions. 
Write an informational memorandum te the sales staff about 
the need for accurate, complete sales records. Use the terms 


listed below, and describe a systematic method to track sales. 


cash receipts journal schedule of accounts receivable 
footing special journals 


sales journal 





Understanding Accounting P= 
Concepts and Procedures 





Instructions 






Answer the following questions on a separate sheet of paper. 






1. When are special journals used in an accounting system? 






N 


Name and describe four commonly used special journals. 






What three accounts are affected by a sale on account? 






a GR 


When are sales transactions posted to the accounts receivable subsidiary 
ledger? Why? 







wn 


What are the source documents for transactions recorded in the cash receipts 
journal? 





6. Why does a cash receipts journal always have a Cash in Bank Debit column. 






7. What are the two kinds of postings made from the cash receipts journal? 






8. When are amounts in the Accounts Receivable Credit column of the cash receipts 
journal posted to the accounts receivable subsidiary ledger? 







9. Why is a check mark in parentheses placed below the double rule in the General 
Credit column of the cash receipts journal? 






. What is the purpose of preparing a schedule of accounts receivable? 
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Case Study... 


Merchandising Business: Movie Theater 

You work in the accounting department for 
Springdale Movie Theaters and have been asked to 
analyze ticket and concession food sales. The owners 
are considering enlarging the concession area to offer 
a greater variety of foods. No theater seats would be 
lost. The cost of enlarging the concession area to one 
and one-half times its current size is estimated at 
$200,000. Review the following sales figures for the 
past three years. 


Year Ticket Sales | Concession Sales 
Year 1 $4,800,000 $1,800,000 
Year 2 5,100,000 1,600,000 
Year 3 5,400,000 1,480,000 


heen Critically: 
1. What percentage of sales are ticket sales and 
concession sales for each year? 
2. What percentage increase in concession revenue 
would be needed to pay for the renovation costs in 
the first year? 


Conducting an Audit with Alex 


Alex is the chief auditor for the Mega Byte Corpo- 
ration. You are working as an accounting intern 
* under Alex’s supervision. In April a number of 
errors are discovered in the sales journal. Alex 
i asked you to identify and correct the errors. All 
fà sales were made on account and are taxable at 
a rate ot 6%. 


| Instructions 
1. What possible error has been made in the 


Sales Slip No. column? 
2. What errors have been made in the three 
amount columns? 





SALES JOURNAL paGe J 


SALES TAX ACCOUNTS 
PAYABLE RECEIVABLE 
CREDIT DEBIT 
1 20-- | 

bor 

2 Apr. 25 3110 Suzette Simons 33000 3 3000 2 
3 25 3101 John Joyce 45000 7700 3 
4 26 3102 Fred Woodburn i 7000 19000 
i | 


ST. SALES 


LES 
DATE “SUP CUSTOMER'S ACCOUNT DEBITED POSI CREDIT 


2700 


LT] 











RA 



















Bankcards 

As you learned in Chapter 14, 
VISA and MasterCard are the two 
most widely used bankcards. 
Locate the Internet site for each 
company and answer the following 
questions. 


Do This: 

1. Which card, VISA or Master- 
Card, has greater acceptance or 
use by shoppers? 











. How many merchants accept 
VISA and MasterCard? What 
volume of sales is charged to 
each card? 


3. List at least three additional 
services offered by the two 
major bankcard companies. 








. What is the cost to a merchant 
for accepting these bankcards? 



























Workplace Skills 








Designing and Improving Systems 
The ultimate in “systems thinking” is predic- 

ting trends, making adjustments, and improving 

the current system to benefit the organization. 


On the Job: 

At Ice Cream Express, you keep the financial 
records and maintain inventory. You noticed 
that some ice cream flavors are only popular 
during certain seasons of the year. For example, 
peppermint-flavored ice cream is very popular 
during the winter season, but sales decrease 
dramatically in the summer. You decide to get 
feedback from regular customers. 






















o Critically: 

. Design a survey that will help determine the 
likes and dislikes of your customers. Include 
questions that will gather information about 
the gender, age, and income levels of 
respondents. 

2. What incentives might prompt customers to 
participate? 
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Mastering Sales and Cash Receipts 
Making the Transition from a Manual to a Computerized System 


Setting up customer 1. Ledger sheets or cards are prepared 

records with customer account details such 
as customer name, address, and 
contact information. 


. Account activities are posted to the 


customer's subsidiary ledger account. 


Issuing and Recording a . A credit memorandum is prepared. 


Credit Memorandum . A journal entry is prepared to record 
the credit memorandum. 

3. The journal entry is posted to the 
customer's account and to the 


general ledger. 


. Assign each customer an ID code. 
. Record details of customer accounts 


into customer records. 


3. The software will access this 


information automatically each time 
the ID code is used. 


. The customer's sales and payment 


history is maintained automatically. 


. A credit memorandum is prepared. 
. Record the credit memorandum as a 


negative amount using the Sales/ 
Invoice option. 


3. The software applies the credit 


memorandum to the appropriate 
outstanding invoice and posts the 
amount to the Customer’s account 
and to the general ledger. 


j Mastering Sales and Cash Receipts in PEACHTREE 





Peachtree Question 


How do I set up a new customer 
account? 


How do I issue and record a credit 
memorandum? 


What does the software do 
“behind the scenes?” 
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Description 


. Select Customers/Prospects from the Maintain menu. 

. Assign a Customer ID to the customer account. 

. Enter customer name and contact information. 

. Click on the Sales Defaults tab. 

. Verify or enter the appropriate sales default GL account number. 
. Click Save. 


. Select Sales/Invoicing from the Tasks menu. 
2. Enter a reference number, usually the Credit Memorandum number. 
. Enter the return or allowance as a negative amount for the appropriate 


invoice listed. 


. Click Post. 


Using Customer ID codes, the software can update customer sales and 
payment history records when you enter invoices or cash receipts. 
Credit memorandums are applied directly to the appropriate outstand- 
ing invoice and posted to the general ledger and subsidiary ledger 
automatically. 









APPLICATION OPTIONS 


HIT 





Problem 16-4 Recording and Posting Sales 
Transactions 


Shutterbug Cameras uses special journals for recording its transactions. 
The accounts receivable subsidiary ledger and certain general ledger 
accounts are included in your working papers. 


Instructions In your working papers: 

1. Record each transaction on page 12 of the sales journal or on page 13 of 
the cash receipts journal. 

2. Post to the customer accounts in the accounts receivable subsidiary ledger 
on a daily basis. 

3. Foot, prove, total, and rule both journals. 

4. Post the column totals from the sales journal and the cash receipts journal 
to the general ledger accounts named in the column headings. 

5. Prepare a schedule of accounts receivable. 


Transactions 





Sold merchandise on account to Yoko Nakata, $500 plus 4% 
sales tax of $20, Sales Slip 220. 

Sold to Click Studios $1,500 in camera equipment plus sales 
tax of $60, received cash, Sales Slip 221. 

Sold telescopic lens to Jimmy Thompson for $200 plus sales tax 
ot $8, received cash, Sales Slip 222. 

Sold merchandise on account to Heather Sullivan for $100 plus 


sales tax of $4, Sales Slip 223. 

Sold camera tripod to Arturo Diaz for $400 plus sales tax of 
$16, received cash, Sales Slip 224. 

Sold $3,000 in merchandise on account to FastForward 
Productions plus sales tax of $120, Sales Slip 225. 

Sold merchandise on account to Yoko Nakata, $200 plus sales 
tax of $8, Sales Slip 226. 


Analyze: Based on the transactions above, how much cash was collected 
for the month? 






Problem 16-5 Recording and Posting 
Cash Receipts 


River’s Edge Canoe & Kayak uses special journals and an accounts 
receivable subsidiary ledger for recording business transactions. The 
accounts receivable subsidiary ledger accounts and certain general ledger 
accounts are included in your working papers. The current account balances 
are recorded in the accounts. Contin 














Complete chapter 
problems one of three 
ways: 
Manual Glencoe 
Working Papers 


or 


Peachtree for 
Windows 


or 
Integrated 
Accounting 
—— Software 
(Refer to software 
instructions) 
(Problem 16-6) 


Marea 





SMART GUIDE 


Step-by-Step Instructions: 
Problem 16-4 


1. Select the problem set 
for Shutterbug Cameras 
(Prob. 16-4). 

2. Rename the company 
and set the system date. 

3. Enter all sales on account 
transactions using the 
Sales/Invoicing option. 

4. Record all cash sales 
using the Receipts 
option. 

5. Print a Sales Journal 
report and a Cash 
Receipts Journal report. 

6. Proof your work. Make 
any needed corrections. 

7. Print a General Ledger 
report and Customer 
Ledgers report. 

8. Answer the Analyze 
question. 

9. End the session. 


TIP: When you print a 
report, such as the General 
Ledger, you can use the filter 
options to customize the 
information that appears on 
the report. 
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Wi) PEACHTREE Instructions In your working papers: 
SMART GUIDE 1. Record the transactions on page 7 in the cash receipts journal. 
2. Post the amounts from the Accounts Receivable Credit column to the 





Step-by-Step Instructions: 
Problem 16-5 


1. Select the problem set 


customers’ accounts in the accounts receivable subsidiary ledger. Post the 
individual amounts in the General Credit column to the general ledger 


for River's Edge Canoe & accounts. 
i iL... 3. Foot, prove, total, and rule the cash receipts journal. 
; y i 
and set the system date. 4. Post the column totals to the general ledger accounts named in the 
3. i cash receipts column headings. 
using the Receipts 5 : : 
onfion P 5. Prepare a schedule of accounts receivable. 


4. Print the following 
reports: Cash Receipts 
Journal, General Ledger, 


Ce |Ve LAC Er ) rallo tr i : 
and Customer Ledgeis. Received $400 from Paul Drake to apply on his account, 


5. Proof your work. Make Receipt 505. 
any needed corrections. È Received $2,940 from Adventure River Tours in payment of their 
6 Li the Analyze $3,000 account less a 2% cash discount of $60, Receipt 506. 
question. 


Sold old shelving (Store Equipment) for $50, Receipt 507. 
TIP: You can apply a partial Wildwood Resorts sent us a check for $2,425 in payment 
payment from a customer. of their account, $2,500 less a 3% cash discount of $75, 
Receipt 508. 

Cash sales totaled $2,000 plus $100 in sales tax, Tape 20. 
Bankcard sales were $3,000 plus $150 in sales tax, Tape 20. 
Celeste Everett sent us a check for $150 to apply on her 
account, Receipt S09. 

Isabel Rodriquez sent us $100 to apply on her account, 
Receipt S10. 

Cash sales were $4,500 plus $225 sales tax, Tape 21. Bankcard 
sales totaled $3,800 plus sales tax of $190, Tape 21. 


7. End the session. 





Analyze: What source document would be used to record bankcard sales 
and cash sales? 


gee scone Seog i Problem 16-6 Recording and  sourcepocument 
È : PROBLEM 
iim Posting Sales and Cash Receipts 
Problem 16-6 


Use the source docu- i i 
ments in your working May. In your working papers, the accounts receivable subsidiary ledger and 


Papers to recore ne trans- general ledger accounts have been opened with current balances. 
actions for this problem. 





Buzz Newsstand had the following sales and cash receipt transactions for 


Instructions 

1. Record the sales and cash receipts for May on page 11 of the sales journal 
and page 11 of the cash receipts journal. 

2. Post to the customer accounts in the accounts receivable subsidiary ledger 
on a daily basis. 

3. Post from the General Credit column of the cash receipts journal on a 
daily basis. 
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4. Foot, prove, total, and rule both journals. 

5. Post the column totals of the sales journal to the general ledger accounts 
named in the column headings. 

6. Post the column totals from the cash receipts journal to the general ledger 
accounts named in the column headings. 

7. Prepare a schedule of accounts receivable. 


Sold $300 in merchandise plus 6% sales tax of $18 on account 
to Ilya Bodonski, Sales Slip 170. 

Received $490.00 from Katz Properties in payment of their $500 
account balance less a 2% discount of $10.00, Receipt 145. 

As a favor, sold $60 in supplies to Straka Stores, received cash, 
Receipt 146. 

Rothwell Management Inc. sent us a check for $294.00 in 
payment of their $300 account balance less a $6.00 cash 
discount, Receipt 147. 

Sold $100 in merchandise plus $6 sales tax on account to Saba 
Nadal, Sales Slip 171. 

Sold $600 in merchandise plus $36 sales tax on account to Java 
Shops Inc., terms 2/10, n/30, Sales Slip 172. 

Sold $50 in merchandise plus $3 sales tax on account to Lee 
Adkins, Sales Slip 173. 

Received a check for $196.00 from Rolling Hills Pharmacies in 
payment of their $200 account less a 2% cash discount of 
$4.00, Receipt 148. 

Cash sales were $2,400 plus $144 sales tax, Tape 33. 

Bankcard sales totaled $2,000 plus sales tax of $120, Tape 33. 
Sold $1,000 in merchandise plus sales tax of $60 on account to 
Katz Properties, terms 2/10, n/30, Sales Slip 174. 

Received $100 from Ilya Bodonski to apply on her account, 
Receipt 149. 

Sold $800 in merchandise plus $48 sales tax on account to 
Rothwell Management Inc., terms 2/10, n/30, Sales Slip 175. 
Lee Adkins sent us a check for $53 in payment of his account, 
Receipt 150. 

Received a $106 check from Saba Nadal to apply on account, 
Receipt 151. 

Java Shops Inc. sent us a check for $200 to apply on account, 
Receipt 152. 

Sold $200 in merchandise plus sales tax of $12 on account to 
Lee Adkins, Sales Slip 176. 

Received $75 from the sale of excess store equipment, Receipt 153. 
Cash sales totaled $2,600 plus $156 sales tax, Tape 34. 
Bankcard sales were $2,200 plus sales tax of $132, Tape 34. 





Analyze: If all Buzz Newsstand’s customers pay their accounts within the 
cash discount period, what total amount will be forfeited by Buzz? 
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Step-by-Step Instructions: 
Problem 16-6 


ri 


. Select the problem set 


for Buzz Newsstand 
(Prob. 16-6). 


. Rename the company 


and set the system date. 


. Enter all sales on account 


transactions. 


. Record all cash receipts. 
. Print a Sales Journal 


report and a Cash 
Receipts Journal report. 


. Proof your work. 
. Print a General Ledger 


report and Customer 
Ledgers report. 


. Answer the Analyze 


question. 


. End the session. 
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Special Journals: 
Purchases and 
Cash Payments 
























Learning Objectives 


When you h leted thi ines 
‘ter vouwilbe.be: = | RA ANTO 


chapter, you will be able to: 





> Explain the purpose of the pur- 
chases and cash payments journals. 


LOOKING AT THE ROLE OF PURCHASES 


The U.S. population loves pets, spending $17 billion a year on 
pet-care products and services. 

PETCO is one of the country's largest providers of these 
products and services. In addition to large selections of pet foods, 
toys, grooming supplies, books, and pet care accessories, the 
company also sells fish, birds, snakes, cats, dogs, and other animals. 

Operating in 33 states, PETCO has 460 pet food and supply 
stores. An expanded product line offers more products to customers 
and provides more supplies used in their grooming service 
operations. Using its accounting records to analyze which products 
and services pet owners buy helps the company anticipate future 
demand. Offering the right products and services is the key to 
continued growth. 


> Record transactions in the pur- 
chases and cash payments journals. 


> Post from the purchases and 
cash payments journals to the 
general and accounts payable 
subsidiary ledgers. 


> Total, prove, and rule the purchases 
and cash payments journals. 


> Prepare a schedule of accounts 
payable. 


> Prove cash. 


> Define the accounting terms 


introduced in this chapter. What do you think? 


Name at least three different products that PETCO might 
purchase for resale to its customers. Name three products the 
company might buy for use in operating the business. 
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Do you, or anyone you know, 
make regular payments to anyone— 
perhaps for car insurance or for a 
purchase you made on an installment plan? 
Businesses make a lot of similar payments. Retail 
businesses buy the merchandise they sell to 
customers. They also buy many items used to 
operate the business, such as china and silver- 
ware for a restaurant. Businesses buy most items 
on credit and must keep track of when payments 
are due. You'll learn how that’s done through the 
accounting records as you study this chapter. 






















What items might your employer buy on 
credit? 

Do you have any ideas on how you might 
keep track of purchases and when pay- 
ments are due on those items? 
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What You'll Learn 


The purpose of the 
purchases journal. 
How to record pur- 
chases on account in 
the purchases journal. 
How to post from the 
purchases journal to the 
general and accounts 
payable subsidiary 
ledger accounts. 

How to total, prove, 
and rule the purchases 
journal. 


Why It's Important 


The purchases journal 


helps businesses keep track 
of purchases on account. 





purchases journal 


N 


3 

Figure 17-1 
Purchases Journal 
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INVOICE ’ POST. 
DATE NO CREDITOR'S ACCOUNT CREDITED REF 





Used to record increases in 2 Used to record amounts 
the accounts payable subsidiary 
ledger and Accounts Payable 
controlling account. 


Special Journals: Purchases and 







The Purchases Journal 


In the last chapter, you learned that 
businesses use special journals to record 
transactions that are similar and occur 
frequently. If the accounting system is 
like a transit system, then special jour- 
nals help accountants avoid account- 
ing traffic jams. Special journals 
channel incoming data into appro- 
priate “lanes” and provide a shortcut 
for much of the data headed for the 
general ledger. 

In the last chapter, you learned that 
the sales and cash receipts journals 
record the sale of merchandise and 
other assets. In this chapter you'll learn 
about purchases and cash payments 





journals and how these journals are 


used to record the other 


merchandise and 


purchase of 
assets. You will also learn about the accounts payable subsidiary ledger. 

Kmart purchases merchandise for resale from hundreds of suppliers. 
Businesses like Kmart use purchases and cash payments journals to sim- 
plify the purchase and payment processes. 


The Purchases Journal 


s journal is a special journal used to record all pur- 





chases on account. Lain 17-1 shows the purchases journal used by On 
Your Mark Athletic Wear. 


PURCHASES JOURNAL PAGE __ 
GENERAL 
Ra PURCHASES arr 
CREDIT DEBIT ACCOUNT DEBITED REF DEBIT 
| | 
2 
3 
bat ea Ng 


Used to enter debits 

to general ledger accounts 
for which there are no 
special columns. 


of purchases of merchandise 
on account. 


Cash Payments 


The purchases journal includes: space for the page number, a column 
for the date, a column for the invoice number, a column for the name of 
the creditor, and a column tor the posting reference. There are also three 
amount columns. Refer to Figure 17-1 for a description of what amounts 


should be recorded in each column. 


Recording the Purchase 
of Merchandise on Account 


After an invoice is verified by the accounting 


clerk, the purchase is recorded in the purchases Pro RUNNER WAREHOUSE INVOICE NO. 7894 
22009 Ben White Blvd pec. 14:20 DATE: Dec. 14, 20-- 
jour nal. Austin, TX 78705 gec'D ORDER NO 9784 


[On Your Mark Athletic Wear SHIPPED BY: 
TO 595 Leslie Street 


| Dallas, Tx 75207 


Federal Trucking 
TERMS: 2/10, n/30 














(i (i 
Business Transaction 
20 pair| Soft Cushion: White, #94682 $ 50.00 $ 1,000.00 
; . . 10 pair| Soft Cushion: Black, #94788 500.00 
On December 14 On Your Mark received Invoice 10 pair| Low Cut: White, #94281 00.00 
o n ° : 400.00 
7894 from Pro Runner Warehouse for merchandise ap aly) shew Cet Pine 0485 =. 


Due Date: 12/24 
Discount: _—8 #6.00 
Net Amount: 2,254.00 


Check No: 


purchased on account, $2,300, terms 2/10, 1/30. 


JOURNAL ENTRY 








PURCHASES JOURNAL pace 12 _ 
ACCOUNTS GENERAL 
INVOICE POST. PURCHASES 
REDIT PAYABLE 
DATE —'NVPICE CREDITOR'S ACCOUNT CREDITED FOS! PAYABLE on iii POST. sai 


14 7894 Pro Runner Warehouse 230000 230000 
5 





Refer to the purchases journal and 
follow these steps: 


1. Enter the date in the Date column. Use oT Coy Points x 


the date the invoice was received, not 





the date the invoice was prepared. Recording a Purchase 
2. Enter the invoice number in the Invoice Number column. on Account 
3. Enter the creditor’s name in the Creditor’s Account Credited column. A purchase of mer- 
4. Enter the total of the invoice in the Accounts Payable Credit column. chandise on account is 
5. For purchases of merchandise on account, enter the total amount of the recorded as a debit to 


Purchases and a credit 


invoice in the Purchases Debit column. 
to Accounts Payable. 


After the invoice from Pro Runner Warehouse is journalized, it is placed 
in a tickler file by due date. In this case, it is filed in the December 24 folder. 
On Your Mark plans to take the discount, and December 24 is ten days after 
the invoice date. 


Journalizing Other Purchases on Account 


On Your Mark also purchases supplies and other assets on account. These 
purchases do not occur often enough to set up special columns in the pur- 
chases journal. When these purchases do occur, they are recorded in the 
General Debit column of the purchases journal. 
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INVOICE NO. 3417 


è CHAMPION STORE SUPPLY 20- 
ec. 19 DATE: Dec. 13, 20- = 


47249 Randall Parkway 













































Proving Cash 


Proving cash Is easy 
when you remember a 
simple formula: 

* Beginning balance 
+ Cash in 
— Cash out 
Ending balance 
* The ending balance is then 
compared with the ending 
checkbook balance. 
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. n Dallas, TX 75207 gec0 O ORREn NORE 
95 
B [| $ I LL] e ho Ss io a n s a («i t 1 0 n On Your Mark Athletic Wear SHIPPED BY: Federal Trucking 
TO 595 Leslie Street zl 3 
Dallas, TX 75207 ee ee 
Varo ) È PTPpe Nice 2 = 
On December 15 On Your Mark received Invoice 3417, an] io rale 

; ari ‘ ) ’ . ) C ' ) 3 Corner Shelf Units $ 300.00 | $ 900.00 

| dated December 13, from Champion Store Supply for store o> gel Hes peck le Core 

equipment bought on account, $1,200, terms n/30. oe we pica 

| Due Date 1/12 
Discount $0.00 
Net Amount: ¥ 1,200.00 | 
JOURNAL ENTRY Shes No 
PURCHASES JOURNAL pace __12 
ACCOUNTS GENERAL 
pate « INVOICE cRepiToR's ACCOUNT CREDITED FOST PAYABLE PURCHASES POST 
NO REF. CREDIT DEBIT ACCOUNT DEBITED REF DEBIT 

7 15 3417 Champion Store Supply 1120000 Store Equipment 1\20000 7 
8 1 s 3 4 9 6 8 





Refer to the purchases journal above and follow these steps: 


1. Enter the date the invoice was received in the Date column. 


N 


Enter the invoice number in the Invoice Number column. 
Enter the creditor’s name in the Creditor’s Account Credited column. 


a 2 


Enter the total of the invoice in the Accounts Payable Credit column. 


wr 


Store equipment is not merchandise purchased for resale, so this 
transaction is not recorded in the Purchases Debit column. Instead, it is 
recorded in the General columns. Write the name of the general ledger 
account being debited in the General Account Debited column. 


>. Enter the total amount of the invoice in the General Debit column. 


CN 


After journalizing the invoice, the 
accounting clerk places it in the tickle: 
file. Because Champion Store Supply 
does not offer its credit customers a cash 
discount, the due date is January 12, 30 
days after the date of the invoice. The in- 
voice is filed in folder “12” to indicate 


the bill is to be paid on January 12. 


Posting to the 
Accounts Payable 
Subsidiary Ledger 


Each transaction in the purchases 


journal is a purchase on account. There- 





fore, each transaction is separately posted 
to the accounts payable subsidiary ledger. Transactions are posted daily to 
the accounts payable subsidiary ledger to keep creditor accounts current. 
Refer to Figure 17-2 as you read about posting to the accounts payable 
subsidiary ledger. 
1. In the Date column of the subsidiary ledger account, enter the date of 


the transaction. 


Special Journals: Purchases and Cash Payments 


. In the Posting Reference column of the subsidiary ledger account, record 
the journal letter and the page number. “P” is the letter used for the 
purchases journal. 

. In the Credit column of the subsidiary ledger account, enter the amount 
owed to the creditor. 

. Compute the new account balance by adding the amount in the Credit 
column to the previous balance amount. Since there was no previous 
balance in Pro Runner's account, enter $2,300 in the Balance column. 


5. Return to the purchases journal and place a check mark (v) in the first 


Posting Reference column (the column following the Creditor’s Account 
Credited column). 


Pets 


Owning and caring 


for a pet can be ex- 
pensive. People spend an 
average of $1,200 a year 
taking care of their pets. 





PURCHASES JOURNAL pace 12 
ACCOUNTS GENERAL 
DATE VERGINE CREDITOR'S ACCOUNT CREDITED ee PAYABLE eee jana caus POST seas 
1 20-- j 
2 Dec. 8 CS56 Computer Solutions Vv 0000 0000 2 
14 7894 Pro Runner Warehouse v 2. 50090 230000 6 
5 Phage 7 
2 
3 


name Pro Runner Warehouse 





1 aporess_ 22009 Ben White Blvd., Austin, TX 78705 








DATE DESCRIPTION POSI DEBIT CREDIT BALANCE 
20-- | 
Dec. 14 P12 230000, 230000 























Figure 17-2 Posting from the Purchases Journal to the Accounts Payable Subsidiary Ledger 


Posting from the General Debit Column 


Daily postings are made from the General Debit column of the purchases 
journal to the appropriate accounts in the general ledger. 


| Key Points 





Refer to Figure 17-3 as you read the following steps: 


. Enter the date of the transaction in the Date column of the general 
ledger account. 

. In the Posting Reference column of the general ledger account, 
record the journal letter and page number. Be sure to use the letter 
“P” for purchases journal. 

. In the Debit column of the general ledger account, enter the 
amount recorded in the General Debit column of the purchases 
journal. 

. Compute and record the new balance in the Debit Balance column. 

. Return to the purchases journal and place the general ledger account 
number in the General Posting Reference column (the column following 
the General Account Debited column). 


Section 1 


Accounts Payable 
Subsidiary Ledger 
Normally, accounts 
in the accounts pay- 
able subsidiary ledger 
have credit balances. 
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PURCHASES JOURNAL pace __12 
* ACCOUNTS GENERAL 
DATE ÎNVOICE  cREDITOR'S ACCOUNT CREDITED POST. PAYABLE PURCHASES POST 
NO REF CREDIT DEBIT ACCOUNT DEBITED REF DEBIT 
1 20-- 1 
2 Dec. 8 CSS6 Computer Solutions v 80000 80000 2 


7 15 3417 Champion Store Supply 


ACCOUNT _ Store Equipment 


DATE DESCRIPTION 


20-- 
Dec. 


1 Balance 
15 




















00 Store Equipment. 150 120000 7 


/ || 1200 
| 2 È 





2 
ACCOUNT NO. 150 | 

POST. BALANCE 
REF pre iat DEBIT CREDIT i 

3 

| 

v | 400000 
P12 1200\00 5120000 4 


| 
| 
| 





Figure 17-3 Posting from the Purchases Journal to the General Ledger 


Totaling, Proving, and Ruling 


Ruling the 
Purchases Journal 
When ruling the 
purchases journal, 
the ruling is drawn 
across the amount 
columns only. 








ACCOUNTING 


ACCOUNTING HISTORY 
In the Roman Empire, 
Julius Caesar strengthened 


the state economy by 
improving auditing and 
accounting. Augustus Caesar 
used one year's state tax 
receipts to plan the next 
year’s expenditures. 





N 


the Purchases Journal 


To complete the purchases journal, refer to Figure 17-4 and follow 


these steps: 


Draw a single rule across the three amount columns: Accounts Payable 
Credit, Purchases Debit, and General Debit. 


. Foot each amount column. 
. Test for the equality of debits and credits. 


Debit Columns Credit Column 
Purchases $15,400 Accounts Payable $16,850 
General 1,450 

$16,850 $16,850 


. In the Date column, on the line below the single rule, enter the date 


the journal is being totaled. 


. On the same line, write the word “Totals” in the Creditor’s Account 


Credited column. 


. Enter the three column totals, in ink, just below the footings. 
. Draw a double rule across the three amount columns. 


The completed purchases journal is a quick reference tool for the 


accountant to review current transactions that affect the Purchases account 
and the Accounts Payable account. Miscellaneous purchases are also 
reflected here. If a general journal had been used, these transactions would 


have been mingled with other transactions (cash receipts, payments, and 
8 


more) of the period. 
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Special Journals: Purchases and Cash Payments 


DATE RARE CREDITOR'S ACCOUNT cREDITED POST 


120-- 

2 Dec. 8 CSS6 Computer Solutions 

3 10 4692. Sports Link Footwear 

4 12 SN63 Sports Nutrition Supply 
5 14 2560. FastLane Athletics 

6 14. 7894) Pro Runner Warehouse 
7 15 3417 Champion Store Supply 
8 15 9881. Geary Office Supply 

9 18 8560 FastLane Athletics 

10 20 6593 Computer Solutions 

11 27 5200 Sports Link Footwear 
12 Si Totals 

13 + 5 





PURCHASES JOURNAL PAGE 12 
ARA PURCHASES Sa 
REF CREDIT DEBIT ACCOUNT DEBITED REF DEBIT 
1 
4 
5 
6 
Store Equipment 150 120000 7 
Supplies 130 8 
9 
10 


6 


Figure 17-4 The Completed Purchases Journal 


What else can the accountant verify from the completed purchases 
journal? A quick review of the Post. Ref. column tells the accountant that 





amounts have been posted to the accounts payable subsidiary ledger. 


Posting the Special Column Totals 


of the Purchases Journal 


After the purchases journal is totaled and ruled, post the totals of the 
Accounts Payable Credit column and the Purchases Debit column to the gen- 


eral ledger accounts. Calculate the 
new balance for each account, and 
enter the new balance in the 
appropriate Balance column. Fig- 
ure 17-5 shows the posting of 
these column totals. 

After posting each column 
total, write the general ledger ac- 
count number, in parentheses, in 
the column below the double rule 
as shown in Figure 17-5. The 
total of the General Debit column 
is not posted because the individ- 
ual amounts were posted during 
the month. Place a check mark (/) 
in parentheses below the double 
rule in the General Debit column 
to indicate that the total is not 
posted. 





Section 1 


N 


A 





si Mute), 
YACCOUNTING 


Local Dialogue 


Although English is 
the official language of 
business in numerous 
non-English speaking 
countries, it is generally 
appreciated if you make 
an attempt to learn the 
local tongue. Learning 
polite phrases such as 
“hello” and “thank you” 
show that you respect 
their culture. 
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PURCHASES JOURNAL Pace 12 
ACCOUNTS GENERAL 
DATE 'NVOICE  cREDITOR'S ACCOUNT CREDITED POST. PAYABLE PURCHASES POST 
Na BE CREDIT DEBIT ACCOUNT DEBITED REF. DEBIT 
1 20-- | | | 1 
2 Dec. 8 CS56 Computer Solutions Vv 80000 80000 | 2 
| | | 
: : | 
11 27 5200 Sports Link Footwear v 150000 150000 | | 11 
12 31 Totals 1685000 1540000 1.45000 12 
13 (201) (S01) I(VY) 13 
14 | 14 









ACCOUNT Accounts Pavable 





ACCOUNT NO. _ 291 _ 


BALANCE 











POST. 
DATE DESCRIPTION REF CREDIT CREDI 
20-- | | 
Dec. 1 Balance J 6 |3 0 0\00 
16 G21 200.00 6 100.00 
31 P12 16 850.00 22:950.00 
ACCOUNT Purchases ACCOUNT NO. 501 
BALANCE 
DATE DESCRIPTION i DEBIT si —e 
20-- | LIL 
Dec. 1 Balance / LL 190/00 0/00 
19 CP14 1300/00 | 191,300.00 
31 P12. 15|40000 | 206 7:00.00 





i 
i 


Figure 17-5 Posting Column Totals from the Purchases Journal to the General Ledger 


A MATTER OF ETHICS 






Insufficient Funds 


Imagine that you own a sporting goods store, 
and you manage vour own accounting records. 
Your delivery van has been in the shop for repairs. 












The mechanic calls to give you the cost of his 
work. The bill is much more than you expected, 
but you authorize the work. 

You need the van back as soon as possible to 
make deliveries to your customers, but you don’t 
have enough money in your checking account 
to cover the mechanic’s bill. If you write a check 
for the expense, you believe that you will have 
enough money in the account by the time the 
mechanic cashes the check. 


456 Chapter 17 


Ethical Decision Making: 
@ What are the ethical issues? 
What are the alternatives? 


Who are the affected parties? 


94 4 


How do the alternatives affect 
the parties? 


What would vou do? 


Special Journals: Purchases and Cash Payments 






SECTION | Check Your Understanding 


Now that you have studied this section, complete the following questions and problems. 








Thinking Critically 


1. Describe the two types of purchases on account that are recorded in the purchases journal. 





2. In the purchases journal, the General Debit column fotal is not posted. Explain why. 








Communicating Accounting 


Thomas Sampson is a purchasing agent tor Complete Offices, a small office supply com- 





pany. He recently returned from a 10-day business trip to California and gave you an enve- 
lope full of receipts. He did not provide any explanations about the purchases represented by 
the receipts. Write a memo to Thomas asking him to identify which receipts represent pur- 
chases for cash and which receipts represent purchases on account. Explain the information 
you need to analyze the transactions. Refer specifically to payment terms. 





[REY Problem 17-1 Recording 
NY Transactions in the 
i Purchases Journal 


The Design Den, a retail merchandising busi- 













ness, uses special journals. On page 3 of the pur- 
chases journal in the working papers, record the 
following purchases: 


Transactions 


Purchased $1,400 in merchandise on account from Woodstock Furnishings, 
terms 3/15, n/30, Invoice WF39. 

Bought $900 in store equipment on account from Holmes Equipment 
Company, terms n/30, Invoice 98. 

Purchased $700 in merchandise from Fuller Fabrics, terms 3/10, n/30, 
Invoice 72. 

Purchased computer speakers on account for $50 from Digital Solutions, terms 
2/10, n/30, Invoice AB220. 

Purchased fabric from Valley Upholstery for $1,500, terms 2/10, n/30, 

Invoice 947. 
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What vc 


* The purpose of the cash 


1 


u'll Learn 


payments journal. 


* How to record trans- 


actions in the cash 
payments journal. 


How to post from the 
cash payments journal. 
How to prepare a sched- 
ule of accounts payable. 


* How to prove cash. 


Why It's Important 


Cash is a major asset of 
a business; therefore, it is 
essential that a business 
keep accurate records of 
both the inflow and the 


outflow of cash. 


cash payments journal 





schedule of accounts 


payable 


proving cash 


DATE 


DOC 
NO 











You have learned about three 


special journals: the sales journal, 






the cash receipts journal, and the 






purchases journal. Now you will 






study the cash payments journal. 






For many businesses, like grocers 






who must pay for the purchases 






of a wide variety of merchandise 











and florists who constantly pay 
to keep fresh flowers in stock, frequent payments make the 





use of the cash payments journal necessary. 


The Cash Payments Journal ‘ey 
The ‘cash payments journal is used to record all transactions in 


which cash is paid out or decreased. These transactions include: payments 








to creditors for items bought on account, cash purchases of merchandise 
and other assets, payments for various expenses, payments for wages and 
salaries, and cash decreases for bank service charges and bank card fees. 
The source documents for the journal entries are check stubs and the 
bank statement. 

Figure 17—6 shows the cash payments journal used by On Your Mark. 
Notice that there are five amount columns. 

The seven transactions that follow are typical of those recorded in 
the cash payments journal. Note that each transaction in the cash pay- 
ments journal results in a credit to the Cash in Bank account. 


CASH PAYMENTS JOURNAL PAGE 
POST GENERAL ACCOUNTS — PURCHASES CASH 
ACCOUNT NAME AEE PAYABLE DISCOUNTS IN BANK 


DEBIT CREDIT DEBIT CREDIT CREDIT 


| 

HH +! 
| | 
| 


to enter debits and credits to general ledger | 
ounts for which there are no special columns. 
| | to record decreases to accounts in the accounts Every transaction 
payable subsidiary ledger and to the Accounts Payable recorded here 
controlling account. decreases 
Cash in Bank. 
Used ‘nter the amount of purchases discounts taken. 


Figure 
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7-6 Cash Payments Journal 


Special Journals: Purchases and Cash Payments 





Recording the Cash Purchase of an Asset 


Cash purchases of various assets are recorded in the cash payments jour- 
nal. One asset commonly purchased for cash is insurance. Let's record a 


transaction involving a cash purchase of insurance. 









_. ON YOUR MARK T i 1001 
° O ATHLETIC WEAR) 22-523 
B [URI ness Tr an § ac t | oO 4 595 Leslie Street, Dallas, TX 75207 7) \\ 4210 
DATE Dec. 17 20 -- 
; ur ; PAY TO THE Keystone Insurance Compan 1,500.00 
On December 17 On Your Mark paid $1,500 to orpER OF_Key pany soe 
Keystone Insurance Company for the premium on a One thousand five hundred and "°/too —___ poars 


Security National Bank 
DALLAS, TEXAS 


MEMO —M Michael Brown 


weetOeesege 7075960 4004 


six-month insurance policy, Check 1001. 


JOURNAL ENTRY 








CASH PAYMENTS JOURNAL pace__14 










= 
DOC POST GENERAL ACCOUNTS PURCHASES CASH 
DATE ACCOUNT NAME i PAYABLE DISCOUNTS IN BANK 
ne BRA DEBIT CREDIT DEBIT CREDIT CREDIT 
















1, 20-- 
2 Dec. 17 1001 Prepaid Insurance 
1 2 3 





3 








Refer to the cash payments journal above and follow these steps: 


Enter the date of the transaction in the Date column. 
Enter the check number in the Document Number column. 
Enter the name of the account debited in the Account Name column. 


eS 


Because there is no special column for Prepaid Insurance, enter the 
amount of the debit in the General Debit column. 
5. Enter the amount of the credit in the Cash in Bank Credit column. 


After payment, the invoice for the insurance is filed. 


Recording a Cash Purchase of Merchandise 


Retail businesses are constantly purchasing merchandise for resale. While 
most purchases are on account, many are for cash. Let’s record a cash pur- 


chase of merchandise for resale. 





ON YOUR MARK a 1002 
B = T Bi ATHLETIC WEAR Ay 20503 
j i 595 Leslie Street, Dallas, TX 75207 ~~ 
usiness Transaction — at ee 
CNoen of FastLane Athletics -g 1,300.00 





On December 19 On Your Mark purchased mer- 
chandise from FastLane for $1,300, Check 1002. One thousand three hundred! and */109 DOLLARE 


Security National Bank 


DALLAS, TEXAS 
ione RENO c= : Michael Brown 
JOURNAL ENTRY ‘ Whe2~O22523a 727596 4002 


| 

















CASH PAYMENTS JOURNAL pace 14 
DOC POST GENERAL ACCOUNTS — PURCHASES CASH 
DATE NO ACCOUNT NAME REF. PAYABLE DISCOUNTS IN BANK | 
i DEBIT CREDIT DEBIT CREDIT CREDIT | 










19 1002 Purchases 


1130000. 3|| 
2 


5 ali 





1 








co 
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The General Column 
lhe General 





column of a special 


journal refers to the 

general ledger. The 

i account named in 

i the Account Name 

column is the general 
| ledger account affected 
by the transaction. 
| 





JOURNAL ENTRY 





| 


On December 24 On Your Mark paid $2,254 to 
Pro Runner Warehouse for merchandise purchased on 
account, $2,300 less a discount of $46, Check 1003. 


Refer to the cash payments journal and follow these steps: 


1. Enter the date of the transaction in the Date column. 

2. Enter the check number in the Document Number column. 

3. Enter the name of the account debited in the Account Name column. 

4. Because there is no special column for Purchases, enter the amount of 
the debit in the General Debit column. 


WF 


. Enter the amount of the check in the Cash in Bank Credit column. 
After recording the transaction, the receipt for the cash purchase is filed. 


Recording a Payment on Account 


Now let’s learn how to make a payment on account and take a purchase 


discount. 








ON YOUR MARK 1003 
ATHLETIC WEAR Mx 22-523 
595 Leslie Street, Dallas, TX 75207 7 \\\ 4210 
pate___Dec.24 20--_ 
ORDER oF Pro Runner Warehouse ___$2,254.00 
Two thousand two hundred fifty-four and "°/100 ——— — DOLLARS 


Security National Bank 
DALLAS, TEXAS 
MEMO: === 


60400250231 707595 1003 


















CASH PAYMENTS JOURNAL PAGE La 
| boc POST GENERAL ACCOUNTS — PURCHASES CASH 
| DATE NO ACCOUNT NAME REF PAYABLE DISCOUNTS IN BANK 
DEBIT CREDIT DEBIT CREDIT CREDIT 
4 24 1003 Pro Runner Warehouse 2 30000 
5 1 2 3 











CONNECT TO... 
ON 


The FBI and other law 
enforcement agencies re- 
cruit accountants to inves- 
| tigate criminal conduct and 





claimed damages. Perhaps 
the most famous use of 
accounting by law enforcers 
is the conviction of Al 
Capone for tax evasion after 
he could not be jailed for his 
ties to organized crime. 
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Refer to the purchases journal above and follow these steps: 


1. Enter the date of the transaction in the Date column. 

2. Enter the check number in the Document Number column. 

3. Enter the creditor’s name in the Account Name column. 

4. Enter the amount of the original purchase in the Accounts Payable 
Debit column. 


Nn 


. Enter the amount of the purchase discount in the Purchases Discounts 
Credit column. 
5. Enter the amount of the check in the Cash in Bank Credit column. 


CON 


Remember that a processing stamp is placed on each invoice when it is 
verified. After the cash payment is journalized, the accounting clerk records 
the check number on the “Check No.” line of the processing stamp. The 
paid invoice is then filed. 

For some purchases a discount is not offered. For others a discount is 
offered, but the business cannot pay within the discount period. In these 
cases the check is written for the amount of the purchase. 


Special Journals: Purchases and Cash Payments 





Recording Other Cash Payments 


Let's record a check written to pay for shipping charges when merchan- 


dise is sent FOB shipping point. 




















È Pi casa ON YOUR MARK 1004 
Business Transaction ATHLETIC WEAR. 
595 Leslie Street, Dallas, TX 75207 
3 k 1 Check 4 DATE Dec. 24 20 -- 
dn December 2 ) our Mark issued Check 100 LAI 
On December 24 On Your Mark issue 1eck 1 PAYTOTHE Dara's Delivery Service 5 275.00 
for $275 to Dara’s Delivery Service for shipping charges 
. une i ; CI i Two hundred seventy-five and "°/100 DOLLARS 
on merchandise purchased from Sports Link Footwear. Security National Bank 
DALLAS, TEXAS 
EMO Michael Brown 
JOURNAL ENTRY #4230025038 707596! OO 
CASH PAYMENTS JOURNAL PAGE 14 
DOC POST GENERAL ACCOUNTS PURCHASES CASH 
PAYABLE DIS UN IN BANK 
DATE | NO pee nN REF DEBIT CREDIT DEBIT CREDIT CREDIT 
5 24 1004 Transportation In 275,00 27500 5 
6 1 2 3 4 5 6 
Refer to the cash payments journal above and follow these steps: 
1. Enter the date of the transaction in the Date column. 
2. Enter the check number in the Document Number column. 
3. Enter the name of the account debited in the Account Name column. 
4. Because there is no special column for Transportation In, enter the 


de 


amount of the expense in the General Debit column. 


Enter the amount of the check in the Cash in Bank Credit column. 


Recording Payment of Payroll 


In an earlier chapter, you learned how to record the payroll entry. 


You learned that the information for the payroll entry is taken from 


journal. However, when a business uses special journals, the entry for 


payment of the payroll is recorded in the cash payments journal. 


To record the payroll transaction, refer to the cash payments jour- 


nal and follow these steps: 


L, 


On the first line of the entry, enter the date of the transaction in 


the Date column. 


column. 


column. 


. Enter the net pay in the Cash in Bank Credit column. 


. Enter the check number in the Document Number column. 
. Enter the name of the account debited in the Account Name 


. Enter the amount of the payroll (gross pay) in the General Debit 


Account Name column. Enter the amount of each liability in the 


General Credit column. 


Section 2 


. On the next four lines, enter the names of the accounts credited in the 
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SIRO ee LO AC 


On December 31 On Your Mark wrote Check 1012 for $2,974 to pay the payroll of $4,000 (gross earnings) 
for the pay period ended December 31. The following amounts were withheld: Employees' Federal Income Tax, 
$640; Employees' State Income Tax, $80; Social Security Tax, $248; and Medicare Tax, $58. 


JOURNAL ENTRY 











CASH PAYMENTS JOURNAL 
boc POST GENERAL 
DATE NO ACCOUNT NAME REF su ca 
13 31 1012 Salaries Expense 3 400000 
14 | 2 Employees’ Fed. Inc. Tax Pay. 4 64000 
15 Employees’ State Inc. Tax Pay.\. 6 S000 
16 Social Security Tax Pay. 4800 
17 Medicare Tax Pay. 5800 





ACCOUNTS 
PAYABLE 
DEBIT 


pace __14 
PURCHASES CASH 
DISCOUNTS IN BANK 
CREDIT CREDIT 
5 2|974\00 13 
14 
15 
16 
17 
18 

















Recording Bank Service Charges 


Bank service charges are automatically deducted from the checking 


account. No check is written. Since the charges result in decreases to Cash 


in Bank, the transactions are recorded in the cash payments journal. 





Business Transaction 


On December 31 On Your Mark recorded a bank service charge for $20 indicated on the bank statement. 





JOURNAL ENTRY 


























CASH PAYMENTS JOURNAL PAGE 23.0) 

DOC POST GENERAL ACCOUNTS — PURCHASES CASH 
DATE NO ACCOUNT NAME REF PAYABLE DISCOUNTS IN BANK 
DEBIT CREDIT DEBIT CREDIT CREDIT 

18 31 Miscellaneous Expense 2000 

19 
s 
Recording 


Bankcard Fees 


Most banks charge a fee for han- 
dling bankcard sales. This fee is auto- 
matically deducted from the business’ 
checking account. On Your Mark’s bank 
deducted a bankcard fee of $75. The fee 





appeared on the bank statement as a deduction from the checking account 
balance. This decrease in cash is recorded in the cash payments journal. 
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| 


JOURNAL ENTRY 


On December 31 On Your Mark recorded the bankcard fee of $75 that appeared on the bank statement. 























| 
pace 14 | 














CASH PAYMENTS JOURNAL 
DOC POST GENERAL ACCOUNTS PURCHASES CASH | | 
DATE NO ACCOUNT NAME REF DEBIT CREDIT fi SA Coane | | 
19 31 Bankcard Fees Expense 7500 | | 75\00 19} | 
20 20 
The bank charges are also entered in the check- ; No. 1013 
book records. Figure 17-7 illustrates one way to avs ; 56 
adjust the balance on the check stub. The deposit To 
heading is crossed out, and the words “Bankcard or 
Fees” are written in its place. A deduction of $75 Dollars | Cents 
is entered on the stub. On the next line, the words Balance brought forward 15,274 | 00 
“Less Bank Service Charge” are written and an —_ -Aeddeposte- Bankcard -75| 00 
entry is made for the $20 deduction. Both Less Bank Svc. Chg. -20 00 
amounts are subtracted from the balance brought Total 7 15,179| 00 


forward. 


Posting to the Accounts Payable 
Subsidiary Ledger 


To keep creditors’ accounts current, daily post- 
ings are made from the Accounts Payable Debit col- 








| 

Less this check | 
| 

| 


Balance carried forward 


Figure 17-7 Recording Bankcard 
Fees and Service Charges in the 
Checkbook 


umn to the accounts payable subsidiary ledger. Refer to Figure 17-8 and 


follow these steps: 


1. Enter the date of the transaction in the Date column of the subsidiary 


ledger account. 


2. In the subsidiary ledger account’s Posting Reference column, enter the 


journal letters and the page number. The letters “CP” represent the cash 


payments journal. 

3. In the Debit column of the 
subsidiary ledger account, 
enter the amount recorded 
in the Accounts Payable 
Debit column of the 
journal. 

4. Compute the new account 
balance and enter it in the 
Balance column. If the 
account has a zero balance, 
draw a line through the 
Balance column. 





‘Key Points 


Posting from the 
Cash Payments Journa 


ual amounts in the 
column are posted to 


the accounts payable 
subsidiary ledger. 


Every day individ- 


Accounts Payable Debit 
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| 
| 
| 
| 
| 
| 


| 





















































5. Return to the cash payments journal and enter a check mark (v) in the 
Posting Reference column. 













CASH PAYMENTS JOURNAL PAGE _ 14 — 

DOC POST GENERAL ACCOUNTS | PURCHASES CASH 

DATE NO ACCOUNT NAME REF PAYABLE DISCOUNTS IN BANK 

DEBIT CREDIT DEBIT CREDIT CREDIT 
1 20-- | | | 1 
2 Dec. 17 1001 Prepaid Insurance 135 150000 1|$0000. 2 
3 19 1002 Purchases SO] 130000 130000 3 
4 24 1003. Pro Runner Warehouse v 230000 4600, 2|254\00 4 
5 5 | 5 

Pro Runner Warehouse 2 
NAME FO Runner vvarenouse o 
1 ADDRESS _ 22009 Ben White Blvd., Austin, TX 78705 













DATE DESCRIPTION Ro CREDIT BALANCE 
20-- 
Dec. 14 P12 2|300|00 2\|3:0:0\00 
24 CP 14 


4 


Figure 17-8 Posting trom the Cash Payments Journal to the Accounts Payable Subsidiary Ledger 


Figure 17-9 shows On Your Mark’s accounts payable subsidiary ledger 
after all postings are completed. Notice that the accounts contain entries 
from the purchases, cash payments, and general journals. 


name Champion Store Supply o i 
appress 99455 Williams Lane #334, Dallas, TX 75214 


DATE DESCRIPTION ee DEBIT CREDIT BALANCE 
20-- 
Dec. 1 Balance J 1000 00 
15 P12 1)2:00)00, 2\200\00 
26 CP14 1200\00 1000 00 


name Computer Solutions 
ADDRESS — 6990 Baker Circle, Dallas, TX 75219 — 





POST. 


DATE DESCRIPTION REF DEBIT CREDIT BALANCE 
20-- 
Dec. 1 Balance Jv 500,00 
8 P12 800,00 1|300)00 
20 P12 1|200|00, 2|500|00 
31 CP14  1)200)00 1300|00 


Figure 17-9 The Completed Accounts Payable Subsidiary Ledger 
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appress 14500 Ellis Blvd., Plano, TX 75093 


name Dara*s Delivery Service 



































DATE DESCRIPTION e: DEBIT CREDIT BALANCE 
20-- 
Dec. 1 Balance Vo LI 
30 CP14 300/00 
name FastLane Athletics nu 
ADDRESS 35992 ] Fletcher Blvd. #334, Boston, MA 02106 
DATE DESCRIPTION i DEBIT CREDIT BALANCE 
20-- | IC] | | 
Dec. 1. Balance J ics 1|000\00 
14 | P12 a 3 000 00. 4000/00 
16, | G21 20000 | 3 800 00 
18 P12 200000 5 800 00 
28 CP14, 2)000|00 i 3 800 00 
name Geary Office Supply °° Sun oe 
ADDRESS 3300 Fulton Street, Dallas, TX 75219 a == = 
DATE DESCRIPTION oi DEBIT CREDIT BALANCE 
4 20-- > 4. + 
Dec. | 15 P12 250|00 215 0/00 
name Pro Runner Warehouse _ 
Appress 22009 Ben White Blvd., Austin, TX 78705 7 
DATE DESCRIPTION Post DEBIT CREDIT BALANCE 
20-- | 
Dec. 14 P12 CR 2|/300|00, 2|300)00 
24 CPI4. 2|300|00 
name Sports Link Footwear SI 2 bees. 
Appress _ 200 Page St. #910, San Francisco, CA 94107 7 . 
DATE DESCRIPTION ob DEBIT CREDIT BALANCE 
20-- | 
Dec. 1 Balance J [| 2,000 00 
10 P12 4000\00 6000.00 
27 P12 tt 1 500,00 7\500\00 
31 CP14, 1500/00 6 000 00 
name Sports Nutrition Supply a Da ; È 
ADDRESS _ 348 11th Street, Cleveland, OH 44112 : ma _ 
DATE DESCRIPTION FS: DEBIT CREDIT BALANCE 
20-- | 
Dec. 1, Balance v | 1500.00 
12 P12 pl 600\00 2100.00 
27 | CP14 600 00 1 500,00 


Figure 17-9 The Completed Accounts Payable Subsidiary Ledger (continued) 
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Ga eons 


_ Footing and Totaling a 
| Special Journal 

First, columns are 
footed with the total 
entered in pencil. Veri- 
fied totals are then 
written in ink. 


DATE ee 


111 20-- 


2 Dec. 17 1001 Prepaid Insurance 


ACCOUNT. Prepaid Insurance 


DATE DESCRIPTION 


20-- 
Dec. 17 


Posting from the General Debit Column 


Daily postings are made from the General Debit column to the appro- 


priate general ledger accounts. 


N 


Refer to Figure 17-10 as you read the following steps. 


. Enter the date of the transaction in the Date column of the general 


ledger account. 
Enter the journal letters and the page number in the Posting Reference 
column of the general ledger account. Be sure to use the letters “CP” for 


the cash payments journal. 


. In the Debit column, enter the amount from the General Debit column 


of the cash payments journal. 

Compute the new balance and enter it in the appropriate Balance 
column. (In this example there is no previous balance, so the amount 
recorded in the Debit column is also entered in the Debit Balance 
column.) 


. Return to the cash payments journal and enter the account number in 


the Posting Reference column. 


All transactions in the General Debit column are posted to the general 


ledger accounts in the same way. 


ACCOUNT NAME 


CASH PAYMENTS JOURNAL PAGE i sikctien 
POST GENERAL ACCOUNTS PURCHASES CASH 
REF . PAYABLE DISCOUNTS IN BANK 
DEBIT CREDIT CREDIT CREDIT CREDIT 
| 1 
135 150000 150000 2 
5 3 
3 ACCOUNT No. _/35 
BALANCE 2 
ui DEBIT CREDIT 


DEBIT CREDIT 
| 


CP14. 1|500)00 1\500|00 4 





Figure 17-10 Posting from the General Debit Column of the Cash Payments Journal 
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Totaling, Proving, 
and Ruling the 
Cash Payments Journal 


totaled in the same manner as the 
other special journals. Before the 
journal is ruled, prove the equality of 


debits and credits. 


The cash payments journal is 





Special Journals: Purchases and Cash Payments 

















Debit Columns Credit Columns 
General $ 9,170 General $ 1,026 Il 
Accounts Payable 9,100 Purchases Discounts 140 | 
Cash in Bank 17,104 | 
$18,270 $18,270 I 
Since debits equal credits, the cash payments journal can be double. 
ruled, as shown in Figure 17-11. | | 
| | 
| | 
CASH PAYMENTS JOURNAL pace 14 | 
DOC POST GENERAL ACCOUNTS PURCHASES CASH 
DATE NO. ACCOUNT NAME REF PAYABLE DISCOUNTS IN BANK 
DEBIT CREDIT DEBIT CREDIT CREDIT 
1 20-- | |_| | | | |_| 1 
2\|Dec.|17 1001 Prepaid Insurance 135 150000 io | |] 150000 2 
3 19 1002 Purchases S01. 130000 LI | | 130000 3 
4 24 1003 Pro Runner Warehouse ¥ | | | iL] 230000 4600 2125400 4 
5 24 1004 Transportation In SOS 275,00 | | | | | | 7500 5 
6 26 1005 Champion Store Supply v |_| |_| 120000 | | 1\200)00 6 
7. 271006 Sports Nutrition Supply v | | | 60000 | 60000 7 
8 28 1007 FastLane Athletics / | | | | 200000 4000 196000 8 
9, 30 1008 Dara’s Delivery Service J | | | | 30000 | | 30000 9 
10 31 1009 Rent Expense 660. 200000 {| [| | 200000 10 
11 31 1010 Computer Solutions v || || 120000 2400. 117600 1 
12. 311011 Sports Link Footwear ft [| | 150000 3000. 147000 12 
13 31 1012 Salaries Expense 665 400000 | || | | 2197400 13 
14, Employee’s Federal Inc. Tax Pay. 205 | 640,00 | | | LI 14 
15, Employee's State Inc. Tax Pay. Bid |] 80,00 | | | | | 15 
ie | Social Security Tax Payable 212 | 24800 | | |le 
17|| Medicare Tax Payable 213 Do 00 | | | | 17 
18, 31 — Miscellaneous Expense 655 2000 | Î | 2000 18 
19, 31 —_ Bankcard Fees Expense 605 7 500 75.00 19 
2 31 Totals eau a I a 2 
21 21 
Figure 17-11 The Completed Cash Payments Journal 
Posting Column Totals to the General Ledger 





At the end of the month, the total of each special amount column is 
posted to the general ledger account named in the column heading. For the 
cash payments journal, column totals are posted to Accounts Payable, Pur- General Columns in 
chases Discounts, and Cash in Bank. Figure 17-12 shows the posting of the Special Journals 
three special column totals to the general ledger accounts. Note that the ac- To show that Gen- 
count numbers for the three general ledger accounts are written in paren- 
theses below the double rule in the appropriate columns of the cash 
payments journal. 

The totals of the General Debit and Credit columns are not posted. Each 
entry in those columns was posted individually to the general ledger ac- 
counts. A check mark (W) is entered below the double rule in the General 
Debit and Credit columns. 


eral column totals are 
not posted, place a 
check mark in paren- 
theses (Y) below the 
double rule. 
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DOC 


DATE NO ACCOUNT NAME 


1 20-- 

2 Dec. 17 1001 Prepaid Insurance 
19 31 —  Bankcard Fees Expense 
Totals 


Kw 
mu 


ACCOUNT. Cash in Bank 


DATE DESCRIPTION ieee 
20-- 
Dec. 1 Balance Jv 
31 CR13 
31 CP14 


ACCOUNT Accounts Payable 
































CASH PAYMENTS JOURNAL PAGE 14 
POST GENERAL ACCOUNTS PURCHASES CASH 
REF PAYABLE DISCOUNTS IN BANK 
DEBIT CREDIT DEBIT CREDIT CREDIT 
1 
135. 150000 150000 > 
605 | 7500 | 75100 19 
(02/6100 9010 0|00 14% 00 
917000 11026 91000 14000 17110400 20 
(09) (J (201) (101) 21 
22 
ACCOUNT NOX 101 
BALANCE 
DEBI QUEI DEBIT CREDIT 
5000.00 
17\2 8 3\00 32|2 8 3\00 
17\104|00 15|179)00 


ACCOUNT NO. 201 


POST BALANCE 
DATE DESCRIPTION REF DEBIT CREDIT DEBIT CREDIT 
20-- | 
Dec. 1 Balance v 6300.00 
16 G21 200.00 6100.00 
31 P12 16.850 00 22\9 5 0\00 
31 CP14 910 0,00 13 850.00 
ACCOUNT Purchases Discounts ~ ACCOUNT NO. _910 i 
BALANCE 
DATE DESCRIPTION ee DEBIT CREDIT DEBIT CREDIT 
20-- | | 
Dec. 1 Balance v 1200 00 
31 CP14 140 00 1340.00 


Figure 17-12 Posting Column Totals from the Cash Payments Journal 


Proving the Accounts Payable 
Subsidiary Ledger 


After the column totals are posted, prepare a schedule of accounts 
payable . This schedule lists all creditors in the accounts payable ledger, 
the balance in each account, and the total amount owed to all creditors. The 


accounts payable subsidiary ledger is proved when the total of the schedule 
of accounts payable agrees with the balance of the Accounts Payable 


(controlling) account in the general ledger. 


Figure 17-13 shows On Your Mark’s schedule of accounts payable 
for December. The accounts are listed in alphabetical order. All creditors 
are listed, even those with zero balances. Notice that the total listed on 
the schedule ($13,850) agrees with the balance of the Accounts Pay- 


able account. 
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Il 
ACCOUNT Accounts Payable ACCOUNT NO. 201 i 
È BALANCE | | 
DATE DESCRIPTION eae DEBIT CREDIT meee Secon | 
Foi. {| | | 
Dec... 1 Balance a a Î 6 300.00 | 
16 G21 200)00 6 100 00 | 
31 P12 | 16,850.00 22|9 5 0|00 | | 
31 CP14. 9100|00 | | 13|85 0/00 | | 
HHI 
ll 
On Your Mark Athletic Wear III 
Schedule of Accounts Payable | | 
December 31, 20-- | 
1] 
| Champion Store Supply | 
| Computer Solutions | 


The balance of the Hat 
Accounts Payable If 
account should equal | 
the total of the schedule | 


Dara’s Delivery Service 
FastLane Athletics 
| Geary Office Supply 
| Pro Runner Warehouse of accounts payable. i 
| Sports Link Footwear 


Total Accounts Payable | 13,85 0/00 _ | | 


Sports Nutrition Supply 











Figure 17-13 Schedule of Accounts Payable 


Proving Cash 


Proving cash is the process of verifying that cash recorded in the 
accounting records agrees with the amount entered in the checkbook. Ide- 


ally businesses prove cash each day. When a business uses special journals, 
however, the Cash in Bank account in the general ledger is updated at the 
end of the month. For many businesses, then, proving cash is done at the 
end of the month. 





Preparing a Cash Proof 


The cash proof may be prepared on plain paper, on accounting stationery, 
on a special cash proof form, or on a computer. The cash proot for On Your 
Mark, shown in Figure 17-14, is prepared on two-column accounting sta- 
tionery. To prove cash, follow these steps: 


















































1. On the first line, record the beginning balance of Cash in Bank 
according to the general ledger account. 

2. On the next line, enter the total cash received during the month. This is 
the total ot the Cash in Bank Debit column from the cash receipts journal. 

3. Add the first and second lines. 

4. From the subtotal, subtract the cash payments for the month. This is the 
total of the Cash in Bank Credit column from the cash payments journal. 

5. Compare this figure to the balance shown on the last check stub in the 
checkbook. If the ending balance of Cash in Bank and the balance on 
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the check stub match, cash is proved. The ending balance of Cash in 
Bank is $15,179. The balance shown on the last check stub is also 
$15,179; therefore, cash is proved. 


If the balances are not equal, the error should be located and corrected. 
Errors can occur if a bank service charge or a bankcard fee was recorded in 
the checkbook, but not recorded in the general ledger. Next, you should 
verify that all disbursements and deposits were recorded in the accounting 
records. If cash is being proved at month-end, the accountant can then 
continue with month-end entries. 


On Your Mark Athletic Wear 
Cash Proof 
December 31, 20-- 


Beginning Cash in Bank Balance 
Plus: Cash Receipts for the Month 
Subtotal 

Less: Cash Payments for the Month 
Ending Cash in Bank Balance 


Check Stub Balance 





Figure 17-14 Cash Proof 


ANALYZING FINANCIAL REPORTS 
Cost of Sales 


For most corporations, increasing profits is a primary goal. To increase profits, either sales must increase es 
or costs must decrease. Managers analyze both sales and costs carefully, and share information about bothin 
the corporation’s annual report. For example, in the Ben & Jerry's annual report at the back of your textbook, 
you'll see a section labeled “Management’s Discussion & Analysis of Financial Condition and Results of 
Operations.” This section contains information about sales and the cost of sales. 

Management's discussion refers to the company’s gross profit, which is sometimes called gross margin. 

Here’s how gross profit is calculated: 


Net sales 
— Cost of sales 
Gross Profit 





> Analyze the Report: 
Use “Management’s Discussion & Analysis of Financial Condition and Results of Operations” on pages 
799-802 to answer these questions. 
1. For Ben & Jerry’s, what items do you think would be included in cost of sales? 
2. What operating changes resulted in a higher gross profit in 1996 versus 1995? 
3. What risk is raised about future growth in sales and earnings? Why do you think this risk is being 
mentioned in the annual report? 
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SECTION 2 Check Your Understanding 





Now that you have studied this section, complete the following questions and problems. 











Thinking Critically 


1. How is the accounts payable subsidiary ledger proved? 





2. How does an accountant prove cash? How often is cash proved? 





Computing in the Business World 


At Car Wash Palace, hourly-wage earners are paid weekly. These employees earned $8,000 


/ 


in total gross earnings this week. 


1. Calculate each withholding amount. 
2. What is the total net pay for this week? 








Tax Rate 
Social Security 6.2% 
Medicare 1.45% 
Federal Unemployment 0.8% 
State Unemployment 5.4% 
State Income 4% 





SM Problem 17-2 Preparing a 
NI Cash Proof 
‘i The Apple Tree Boutique uses special 

journals. On September 30 the total of the 
Cash in Bank Debit column of the cash re- 
ceipts journal is $18,750.12. The total of the 
Cash in Bank Credit column of the cash pay- 
ments journal is $16,890.43. The checkbook 
balance on September 30 is $5,610.59. 





Instructions Prepare a cash proof for Sep- 
tember in your working papers. The balance 


of Cash in Bank on September 1 is $3,750.90. 


g 873.00, "8" _ No.104 
Date November2 | 0-7 © NIE 


to __ Colonial Products Inc. 













ror _Inv. 323 $900 less 3% disc. $27.00 







Problem 17-3 Analyzing a 
Source Document 
The Country Peddler, which is a retail mer- 


chandising store, had the following transaction on 
Add deposits 
November 2. ee ee 












Dollars 


3,468 | 29 








Balance brought forward 
















Instructions Analyze Check Stub 104 shown Total 3,468 | 29 
here. In your working papers, record the necessary Less this check 873) 00 
entry on page 11 of the cash payments journal. Balance carried forward 2,595) 29 
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SETH PRATT, CPA 
Software Developer 
Peachtree Software, Inc. 





Q: What is your background? 

A: After | got my Bachelor of Science in accounting, | worked for 
three and a half years as a junior accountant and an accountant. Then 
| passed the CPA exam and went to work for a local CPA firm. | had 
my own business for a while, but | got excited about computers in the 
late 1970s. So | went to work for a computer store, then worked as a 
programmer. After a year and a half, | started a software company and 
developed accounting software for Windows. Peachtree noticed me  ——— 
and bought my company. 











Q: Now what do you do? 

A: | lead a team that produces new releases of the product. We 
improve the product by finding out what our customers complain 
about and what the competition is doing. We try to see oppor- 
tunities that no one has thought of. 


È (E) peri lf ntemasional Inc. 3 
= ga 7 com ì 


Q: What skills are most important? 
A: Simple math is really important, especially the ability to do word 
problems. The ability to write concisely is also important. Have the 
desire to learn new things. 


Q: What advice do you have for students interested in 
developing accounting software? 

A: Study accounting in school rather than programming. Programming 

technology changes rapidly, but accounting procedures don't. Then learn as 

much about accounting as you can in a small company where you get the 

opportunity to look at the big picture. 












CAREER FACTS 


Nature of the Work: Talk to clients, evaluate products on the market, and design products to 
fit niches. 

Training or Education Needed: A bachelor’s degree in accounting, the CPA exam, and broad 
computer experience. 

Aptitudes, Abilities, and Skills: Accounting, problem-solving skills, computer skills, 

communication skills, listening skills, and analytical skills. 

Salary Range: $50,000 to $100,000 

Career Path: Start by getting accounting experience in a small firm. Then gain some 
experience in computer sales, programming, and eventually move into development. 


] king Critically: Why is it important for software designers to be able to see the big 
accounting picture? 


( iter 17 Accounting Careers in Focus 





































CHAPTER 17 SUMMARY 








1. The purchases journal is used to record all purchases on account. The source document for a 
purchases journal entry is an invoice. 





PURCHASES JOURNAL Pace 12 


INVOICE post.|| ASCOUNTS || LURCHASES RE 
ATE REDITOR'S A NT CREDITED PAYABLE 
i NO Peer nT REF CREDIT DEBIT ACCOUNT DEBITED FOST DEBIT 


1 Date Invoice Creditor’s Name XX|XX XX NX 
No. 





2. The accounts payable subsidiary ledger contains an account for each creditor. The total of the 
account balances in the accounts payable subsidiary ledger must match the balance of the 
Accounts Payable controlling account in the general ledger. 

3. Transactions are posted from the purchases journal to the accounts payable subsidiary ledger 
daily. Transactions entered in the General Debit column of the purchases journal are posted daily 
to the general ledger accounts. 

4. At the end of the month, the totals of the special amount columns of special journals are posted 
to the general ledger. 

5. Good internal controls require that all cash payments are authorized, all payments are made by 
check, and all checks are signed by an authorized person. 

6. The cash payments journal, illustrated below, is used to record all transactions in which cash is 
paid out. The source documents for the journal entry are check stubs and the bank statement. 











CASH PAYMENTS JOURNAL pace 14 
DOC POST GENERAL ACCOUNTS — PURCHASES CASH 
DATE NO ACCOUNT NAME REE PAYABLE DISCOUNTS IN BANK 
: DEBIT CREDIT DEBIT CREDIT CREDIT 
1 Date Ck # Purchases XX|XX XX|XX 
2 Date. Ck # Creditor’s Account Name XX|XX XX XX 
3 Date Ck # Creditor’s Account Name XX|XX XX|XX XIX{XX 
4 Date --- Account Name to be Debited XIx| xXx XX NX 
5 








7. Transactions are posted from the cash payments journal to the accounts payable subsidiary 
ledger daily. Transactions entered in the General Debit column of the cash payments journal are 
posted daily to the generai ledger accounts. 

8. A schedule of accounts payable is a list of all creditors, the amount owed to each, and the total 
amount owed to all creditors. The total of the schedule of accounts payable must agree with the 
balance of the Accounts Payable controlling account in the general ledger. 

9. At the end of the month, cash is proved by verifying that the cash recorded in the accounting 

records agrees with the amount shown in the checkbook. 
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Imagine that you are an applicant for an accounting 
clerk position with PETCO. You are asked to write definitions 
tor the terms listed below. You really want to get the job, so 
make sure you connect your knowledge of these account- 
ing terms to the financial activities you believe take place 

at PETCO. 









cash payments journal 
proving cash 


purchases journal 
schedule of accounts payable 





Understanding Accounting 
Concepts and Procedures 


Instructions 
On a separate sheet of paper, answer the following questions: 

1. What kinds of transactions are recorded in the purchases journal? 

2. Which account is credited when merchandise is purchased on account? 


3. How often are amounts in the Accounts Payable Credit column of the purchases journal 
posted? Explain. 


4. What is the normal balance of an account in the accounts payable subsidiary ledger? Explain. 
5. Explain why the total of the General Debit column in the purchases journal is not posted. 
6. What kinds of transactions are recorded in the cash payments journal? 


7. What information is available in the accounts payable subsidiary ledger that cannot be found 
in the Accounts Payable controlling account? 


8. Should the balance of the Accounts Payable account in the general ledger always equal the 
total of the accounts payable subsidiary ledger? Explain. 


9. Why is a schedule of accounts payable prepared? 


). List the steps to prove cash at the end of the month. 
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Case Study... 


Merchandising Business: 
Books & More 

Books & More is a retail store that sells hardcover 
and paperback books, plus a large selection of music 
tapes and CDs. Books & More keeps a large stock of 
merchandise on hand and places frequent orders for 
new merchandise. For fast-selling items, such as a pop- 
ular new CD, the store may place an order each week. 

You work in the accounting department for Books 

& More. Recently, you noticed two invoices for three 
dozen CDs ordered from the same music wholesaler. 
The CDs ordered and the amounts are identical on 
both invoices. 


Thinking Critically: 

1. How would you determine whether the invoices 
are for two different orders or are duplicate 
invoices for one order? 

2. What steps would you take to ensure that 
payments are not made for duplicate invoices? 


Conducting an Audit with Alex 





Alpha Enterprises had the following business 

transactions in May: 

è © Alphaissueda check to Metro Ace Realty for 
rent, $800. 

e Alpha issued a check to Cray Hardware for 
$1,940 in payment for a $2,000 invoice due, 
less cash discount of $60. 

e Alpha paid $300 to Ron's Paint Shop for 

painting supplies. 











At the end of the month, the general ledger 
" contained the following entries: 

$3,100 credit to Cash in Bank 

$2,740 debit to Accounts Payable 

$60 credit to Purchases Discount 

$300 debit to Paint Expense 












Instructions Determine whether the transactions 
were posted correctly. If not, what error(s) were made? 





wa 





Na ALL 





inter NET 


CONNECTION 


Electronic Commerce 
Electronic commerce on the Inter- 
net is becoming increasingly popular. 
You should be aware of the basics ot 
e-commerce and its benefits. 


Do This: 
Explore e-commerce on the 
Internet and then answer the fol- 

lowing questions: 














1. Define electronic commerce. 






2. Asmart card is one method for 
making electronic payments. 
Locate an Internet site that 
discusses smart cards. What 
is a smart card? 








3. List two advantages electronic 
commerce provides for 
consumers. 







Workplace Skills 


Selecting Equipment and Tools 


For your business to be competitive, you must 
be able to look at your company’s needs, assess the 
best technology to help solve problems, and find 
the best equipment to produce results. 


On the Job: 

Web Works is an online computer assistance 
service for people who use computers. The 
company specializes in applications accessible 
through the Internet. In a recent staff meeting, 
Shelly Lazarus, your manager, asked you to assess 
online banking and invoice payment. 
Thinking Critically: 

1. Investigate online banking on the Internet. 
Find out what type of computer equipment is 
required, and how much the service will cost. 
Prepare a table showing comparative data. 

. Next, review different options for paying 
invoices online. Look at software product 
reviews and prepare a table showing the 
comparative data for this type of service. 

. Write a memorandum with your recommen- 
dations to Ms. Lazarus for the types of equip- 
ment Web Works will need to facilitate both 
online banking and online invoice payment. 
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Mastering Purchases and Cash Payments 
Making the Transition from a Manual to a Computerized System 


Setting up vendor 
records 


1. Ledger sheet or card is prepared with 
vendor details such as name, address, 
and contact information. 

Account activities are posted to the 
vendor subsidiary ledger accounts. 


Recording a debit 
memorandum 


\ debit memorandum is prepared 
when merchandise is damaged or an 
allowance is due. 
A journal entry is prepared to record 
the debit memorandum. 

. The journal entry is posted to the 
subsidiary account and to the general 
ledger. 


. Assign each vendor an ID code. 


. Record details of vendor accounts 


into vendor records. 


3. The sottware will access this 


information automatically each time 
the ID code is used. 


. Record the debit memorandum 


as a negative amount using the 
Purchases/Receive Inventory option. 


. The debit memorandum will appear 


on the outstanding invoices list. 


3. The debit memorandum data is 


posted automatically to the vendor’s 
account record and the general ledger. 


Mastering Purchases and Cash Payments in PEACH TREE 


Peachtree Question 


How do I set up a new vendor 
record? 


Description 


. Select Vendors from the Maintain menu. 
. Assign a Vendor ID to the new vendor. 


3. Enter vendor name and contact information. 
. Click on the Purchase Defaults tab. 
. Verify or enter the appropriate Purchase default GL account number. 


. Click Save. 


How do I record a debit 
memorandum? 


. Select Purchases/Receive Merchandise from the Tasks menu. 
. Select the appropriate Vendor ID from the pull-down list. 


3. Enter the Debit Memorandum number in the Invoice field. 
4. Select or verify the GL A/P account number. 
. Enter the line items of the return or allowance as a negative amount. 


. Click Post. 


What does the software do 
“behind the scenes?” 


Using Vendor ID codes, the software can update vendor purchases and 
payments when purchase or cash payments are recorded. 


Debit memorandums are applied directly to the appropriate vendor 
account and posted to the general ledger and subsidiary ledger 


automatically. 
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GHAPTER 17 PROBLEMS 








Problem 17-4 
Recording Payment 
of the Payroll 


Denardo’s Country Store pays 
its employees on a biweekly basis. 
This week the payroll is $2,000. 
You issued Check 949 for $1,487 in 
payment of the payroll less the 
following amounts: Employees’ Federal Income Tax, $320; Employees’ State 
Income Tax, $40; Social Security Tax, $124; and Medicare Tax, $29. 





Instructions In your working papers, record the July 15 payroll on page 
4 of the cash payments journal. 


Analyze: Calculate the total deductions from employees wages for federal, 
state, social security, and Medicare taxes. What percentage of gross payroll is 
this amount? 





Problem 17-5 Recording Transactions in the 
Purchases Journal 


Sunset Surfwear had the following purchases transactions for July. 


Instructions Use the purchases journal in your working papers. 
1. Record the following transactions on page 4 of the purchases journal. 
2. Foot, prove, total, and rule the purchases journal. 


Purchased merchandise on account from Waverunner 
Designs for $1,200, Invoice WD 121. 

Received Invoice CAS5S2 from Capital Accessories for the 
purchase of $1,600 in merchandise on account. 

Purchased $2,000 in store equipment on account from Neilson 
Store Equipment, Invoice NS444. 

Purchased $870 in merchandise on account from Kelley 
Apparel Inc., Invoice KA772. 

Purchased $250 in supplies from Moore Paper & Office Supply 
Co., Invoice MPS266. 

Purchased $1,800 in merchandise on account from AcaTan 
Products, Invoice ATP99. 



















Gg 


Continued 





Complete chapter 
problems one of three 
Ways: 
Manual Working 
Papers in your 
—— Glencoe Workbook 
or 
Peachtree for 
Windows 
—— Software 
or 
Glencoe 
Integrated 
— Accounting 
Software 
(Refer to software 
instructions) 
(Problem 17-8) 


©. PEACHTREE 


SMART GUIDE 


Step-by-Step Instructions: 
Problem 17-4 


1. Select the problem set 
for Denardo's Country 
Store (Prob. 17-4). 

2. Rename the company 
and set the system date. 

3. Record the payment of 
the payroll using the 
Payments option. 

4. Print a Cash Disburse- 
ments Journal report. 

5. Proof your work. 

6. Answer the Analyze 
question. 

7. End the session. 

TIP: Remember to update 
the G/L Account field for 
each line of a multi-part 
cash payment transaction. 
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bl PEACHTREE 
SMART GUIDE 


Step-by-Step Instructions: 
Problem 17-5 


1. Select the problem set 
for Sunset Surfwear 
(Prob. 17-5). 

2. Rename the company 
and set the system date. 

3. Record all of the 
purchases on 
account using the 
Purchases/Receive 
Inventory option. 

4. Print a Purchases Journal 
report. 

5. Proof your work. 

6. Answer the Analyze 
question. 




















TIP: Remember to change 


for Shutterbug Cameras 
(Prob. 17-6). 

2. Rename the company 
and set the system date. 

3. Record all of the 
purchases on 
account using the 
Purchases/Receive 
Inventory option. 

4. Print a Purchases Journal 
report. 

5. Proof your work. 

6. Print a General Ledger 
report and a Vendor 
Ledgers report. 

7. Answer the Analyze 
question. 

8. End the session. 



















TIP: Remember to change 
the G/L Account field for 
purchases other than 
merchandise. 
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Instructions In your working papers: 


Transactions 


NS ENI] RI CA 












Problem 17-5 (cont.) Transactions 







Purchased $500 in office equipment on account from Moore 
Paper & Office Supply Co., Invoice MPS275. 

Received Invoice WD156 from Waverunner Designs for the 
purchase of $900 in merchandise on account. 

Purchased $475 in merchandise on account from Capital 
Accessories, Invoice CAS60. 

Purchased from Kelley Apparel Inc. $390 in merchandise on 
account, Invoice KA800. 

Received Invoice NS460 from Neilson Store Equipment for the 
purchase of $1,200 in store equipment on account. 
























Analyze: What are the total purchases on account for the month? 





7. End the session. Problem 17-6 Recording and Posting Purchases 


the G/L Account field as Shutterbug Cameras, a retail merchandising business, had the following 
needed for general purchases on account for the month of July. In the working papers, the 
purchases. 


beginning balances in the accounts are opened for you. 





1. Record July’s transactions on page 18 of the purchases journal. 

2. Post to the accounts payable subsidiary ledger accounts daily. 

3. Post amounts entered in the General Debit column daily. tna? 

SMART GUIDE 4. Foot, prove, total, and rule the purchases journal at the end of the month. 
: 5. Post the column totals at the end of the month to the account named in 

Step-by-Step Instructions: 
Problem 17-6 the column heading. 
1. Select the problem set 6. Prepare a schedule of accounts payable. 


Purchased $1,200 in merchandise on account from U-Tech 
Products, Invoice UT220. 

Purchased $140 in supplies on account from State Street Office 
Supply, Invoice 983, n/30. 

Received Invoice 1338 from Photo Emporium for the purchase 
of $150 in merchandise on account, 2/10, n/30. 

Invoice 445 for $90 was sent by Allen’s Repair for plumbing 
repairs completed at the store (Maintenance Expense). 
Purchased $800 in merchandise on account from Video Optics 
Inc., Invoice VO167, 3/15, n/45. 

Received Invoice 1322 from Digital Precision Equipment for 
the purchase of $2,500 in store equipment on account, n/30. 


Continued é 


Haiti VAR tl: ta 





Date Problem 17- 6 (cont.) Transactions 


Purchased $1,300 in merchandise on account from U-Tech 
Products, Invoice UT257. 

Purchased $400 in supplies on account from ProStudio Supply, 
Invoice 4677. 

Photo Emporium sent Invoice 1359 for the purchase of $600 of 
merchandise on account. 

Received Invoice 478 for $120 from Allen’s Repair for 
additional plumbing work completed at the store. 

Purchased $200 in merchandise on account from Video Optics 
Inc., Invoice VO183. 














Analyze: If the transaction of July 23 (Photo Emporium) was posted to 
the accounts payable subsidiary ledger as $60, what problems would occur? 





er PEACHTREE 
Problem 17-7 Recording and Posting SMART GUIDE 


Cash Payments 





Step-by-Step Instructions: 
Problem 17-7 


1. Select the problem set 
for River's Edge Canoe & 
Kayak (Prob. 17-7). 

5 2. Rename the company 
and set the system date. 

3. Record all of the cash 
payments using the 


River’s Edge Canoe & Kayak is a retail merchandising business 
located in Jackson Hole, Wyoming. The beginning balances of 
the accounts needed to complete this problem are 
opened in your working papers. 







Instructions In your working 








ee i Payments option. 
1. Record the transactions on page 19 of the cash payments journal. 4. Print a Cash Disburse- 
2. Post the individual amounts in the Accounts Payable Credit column on a ments Journal report. 
Haitenacs h di o 5. Proof your work. 
aily basis to the creditors’ accounts. 6. Print a General Ledger 
3. Post the individual amounts in the General Debit and Credit columns on report and a Vendor 
the date the transaction occurred. Ledgers report. 
/ 7. Answer the Analyze 
4. Foot, prove, total, and rule the cash payments journal. question. 
5. Post the column totals at the end of the month. 8. End the session. 
6. Prepare a schedule of accounts payable. TIP: Sometimes you may 
È co. . / have to manually entry a 
7. Prove cash at the end of the month. The beginning Cash in Bank balance cash discount when you 
was $8,000; cash receipts were $7,000; and the ending check stub balance record a cash payment. 
is $8,402. 


Issued Check 1405 for $1,372 to North American Waterways 
Suppliers in payment on account of $1,400 invoice less a 

2% discount. 

Received insurance premium statement from Rocky Mountain 
Insurance Company. Issued Check 1406 for $1,800. 



























Continued é 
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Problem 17- 7 (cont.) Transactions 
























Ce 
UT PEACHTREE 


SMART GUIDE 


Step-by-Step Instructions: 
Problem 17-8 


1. Select the problem set 









Issued Check 1407 to Pacific Wholesalers for $500 to apply 
on account. 

Received an invoice for $300 from Jackson News for advertis- 
ing. Issued Check 1408. 

Issued Check 1409 for $686 to Trailhead Canoes in payment 
on account of $700 invoice less a 2% discount. 

Issued Check 1410 for $200 to Rollins Plumbing Service in full 
payment of the amount owed on account. 

Issued Check 1411 for $75 to Ben Jacobs for completing odd 
jobs in the store (Miscellaneous Expense). 

Purchased $90 in supplies from StoreMart Supply by issuing 
Check 1412. 

Paid StoreMart Supply $400 to apply on account, Check 1413. 
Issued Check 1414, $700 to Office Max, store equipment. 

Paid Mohican Falls Kayak Wholesalers $200 to apply on 
account, Check 1415. 

Issued Check 1416 to Office Max, $150 to apply on account. 
Paid transportation charges of $125 to Stein’s Trucking, 

Check 1417. 

















for Buzz Newsstand Analyze: At month end, how much does River’s Edge owe to its creditors? 


(Prob. 17-8). 
2. Rename the company 
and set the system date. 
3. Enter the purchases on 
account. 








Problem 17-8 Recording and. sourerpocument 


4. Record all of the cash si Posting Purchases and oo 


payments. 

5. Print the following 
reports: Purchases 
Journal, Cash 


Cash Payments 


Buzz Newsstand had the following purchases and cash payment 


Disbursements Journal, transactions for July. The balance in the accounts payable subsidiary ledger 


and Vendor Ledgers. 
6. Proof your work. 
7. Print a General Ledger 
report. 


8. Answer the Analyze 1 
question. 
9. End the session. 





Use the source docu- 
ments in your working 6 
papers to record the trans- 
actions for this problem. 
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and general ledger accounts are opened in the working papers. 


Instructions In your working papers: 
. Record the purchases and cash payment transactions on page 12 of the 


purchases journal and page 12 of the cash payments journal. 


. Post to the creditors’ accounts in the accounts payable subsidiary ledger 


SOURCE DOCUMENT - 
PROBLEM * 


Problem 17-8 5. 


daily. 

Post from the General Debit and Credit columns of the journals on the 
date the transaction occurred. 

Foot, prove, total, and rule both journals. 

Post the column totals of the purchases journal to the general ledger 
accounts named in the column headings. 


. Post the column totals of the cash payments journal to the general ledger 


accounts named in the column headings. 


. Prepare a schedule of accounts payable. 






CHAPTER 17 PROBLEMS 





8. Prepare a cash proof at the end of the month. The beginning Cash in 


Bank balance was $9,000. Cash receipts were $10,500. The check stub 
balance on July 31 is $10,178. 


Issued Check 2455 for $1,552 to ADC Publishing in payment 
on account of $1,600 invoice less a 3% discount. 

Purchased $400 in merchandise on account from Pine Forest 
Publications, Invoice PFP144, terms 2/10, n/30. 

Paid Candlelight Software $1,358 in payment of $1,400 
account less a 3% discount, Check 2456. 

Issued Check 2457 to Nomad Computer Sales for $350 to apply 
on account. 

Purchased $2,000 in store equipment on account from 
CorpTech Office Supply, Invoice CT67. 

Issued Check 2458 for $125 to Wolfe Trucking for 
transportation charges. 

Purchased $900 in merchandise on account from American 
Trend Publishers, Invoice ATP98. 

Purchased $300 in supplies on account from CorpTech Office 
Supply, Invoice CT72. 

Issued Check 2459 to Delta Press for $750 to apply on account. 
Received insurance premium statement from SeaTac Insurance 
Co. for $1,600. Issued Check 2460. 

Check 2461 was issued for $882 to American Trend Publishers 
in payment of $900 account less a 2% discount. 

Purchased $500 in merchandise on account from Candlelight 
Software, Invoice CS101, terms n/30. 

Purchased $200 in merchandise on account from Nomad 
Computer Sales, Invoice NC56, terms 2/10, n/30. 

Paid Pine Forest Publications $100 to apply on account, Check 
2462. 

Issued Check 2463 for $2,000 to CorpTech Office Supply to 
apply on account. 

Purchased $600 in merchandise on account from ADC 
Publishing, Invoice ADC70. 

Issued Check 2464 for $450 to Nomad Computer Sales to apply 
on account. 

Recorded the bank service charge of $25. Recorded the 
bankcard fees, $430. July bank statement. 





Analyze: Of the purchases made during July, what dollar amount 
increased merchandise inventory? 
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MRI: 






Adjustments and 


the Ten-Column 
Work Sheet 
















Learning Objectives 
RI CTS Do Exploring the Real World of Business 


chapter, you will be able to: 






> Describe the parts of a ten-column ANALYZING ADJUSTMENTS 


work sheet. 

The Black Phantom rides again! Is it a superspy? Batman's 
sidekick? A new James Bond car? Actually, it's a bicycle. The original 
Black Phantom was made in 1949 and was recently re-introduced as 
a collector's item by the Schwinn Bicycle Company. Since 
1895, German engineer Ignaz Schwinn has been making bicycles in 
his factory in Chicago. 

Today, if you visit any local health club, you might find Schwinn 
stationary bicycles, treadmills, weight stacks, and steppers. Many 
health clubs use Schwinn’s Johnny G SPINNER stationary bikes, 
which give users the same exercise as if they were cycling through 
hilly terrain. The SPINNER bike was developed by Schwinn with 
Johnny Goldberg, a world-class cyclist who used the bike to train for 
the Race Across America. 

Schwinn counts these and its other products as part of its 
inventory. Each year, items in inventory are counted and adjustments 
are made to show changes in beginning and ending inventories. 
Analysis of inventory shortages or excesses often help companies 
make production decisions and develop marketing strategies. 





> Determine which general ledger 
accounts are adjusted. 

















> Calculate the adjustments. 
> Prepare a ten-column work sheet. 


> Journalize the adjustments. 







> Define the accounting terms 
introduced in this chapter. 






















What do you think? 
What other adjustments do you think Schwinn would need to 
make at the end of their fiscal period? mere 






=> 
Pa 
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A merchandising business uses 
the work sheet for collecting and 
organizing financial information. In 
really big businesses, several people might 
work on different parts of the work sheet. For 
example, one person might be responsible for 
accounts payable information and others for 
accounts receivable and payroll. The staff works 
as a team to prepare the work sheet. 


) 43 
I nvestigate: 
In your workplace, are you asked to 
participate in group or team assignments? 


How do team members work with each 
other? 


What skills are needed to work well in 
a team? 

















= 
What You'll Learn 


e How to complete the 
Trial Balance section of 
the work sheet. 

e Why certain general 
ledger accounts are 
adjusted. 

e Why Merchandise 
Inventory is adjusted. 

° How to calculate and 
record the adjustment 
for Merchandise 
Inventory. 


Why It's Important 


Some general ledger 
account balances are 
adjusted, or updated, so 
that the general ledger 
correctly reflects the 
financial position of the 
business at the end of the 
period. This ensures the 
accuracy of the end-of- 
period reports and 
statements. 


KEY TERMS 


adjustment 








beginning inventory 
ending inventory 
| physical inventory 








SECTIONI 





Identifying Accounts To Be 
Adjusted and Adjusting 
Merchandise Inventory 






Ihe work sheet in Chapter 8 had 
six amount columns. The work sheet 
in this chapter, however, has ten 
amount columns. The additional 
columns are tor the Adjustments and 
\djusted Trial Balance sections. Com- 
panies like Taco Bell complete a ten- 
column work sheet prior to preparing 


the financial statements. 


Completing 
End-of-Period Work 


lhe general ledger summarizes the effects of business transactions 





on individual accounts for an accounting period. However, managers, 
stockholders, and creditors need more than a list of account totals to 
evaluate performance. They need to know net income, the value of 
owners’ equity, and the company’s financial strength. Sound business 
decisions cannot be made with- 
out this vital information. 

he purpose of all end-of- 
period reports is to provide 
essential information about the 
financial position of a business 
organization. In Chapters 8 and 
9, you learned about the work 
sheet prepared for a service busi- 


ness organized as a sole propri- 





etorship. In this chapter you will 
prepare a work sheet for a merchandising business organized as a corpo- 
ration. This work sheet is the basis for preparing end-of-period financial 


statements and journal entries. 


The Ten-Column Work Sheet 


lhe ten-column work sheet is prepared in the same way as the six- 
column work sheet. The ten-column work sheet, however, has five 


amount sections instead of three. The five sections are: 
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Trial Balance 


Adj 
Adj 


ustments 
usted Trial Balance 


e Income Statement 


Key Points 


e Balance Sheet 


The Trial Balance Section 
of the Work Sheet 


Completing the Trial Balance Section The Debit and 


the general ledger. Figure 18-1 shows the end-of-period trial balance for On 


A trial balance is prepared to prove the equality of debits and credits in 


Your Mark Athletic Wear. 


the general ledger are entered on the work sheet in the Account Number 


1| 
i 
2 


(0 0 N 0 |» Ww 


To prepare the trial balance, the number and name of each account in 


_ ACCT. 
i NO. 


101 

| 115 | 
125 

130 
135 
140 
145 
150 
201 
204 
205 


211 | 


212 


[| 273 | 


214 
215 


220 
301 


305 
310 
401 
405 
410 
501 
505 
510 
515 
601 
605 


630 


635 


650 
655 
| 657 
660 


665 
670 
680 


ACCOUNT NAME 


Cash in Bank 
Accounts Receivable 
Merchandise Inventory 
Supplies 


 Prepaid Insurance 
| Delivery Equipment 


Office Equipment 

Store Equipment 

Accounts Payable 

Fed. Corp. Inc. Tax Payable 
Employees' Fed. Inc. Tax Pay. 
Employees’ State Inc. Tax Pay. 
Social Security Tax Payable 
Medicare Tax Payable 

Fed. Unemployment Tax Payable 
State Unemployment Tax Payable 
Sales Tax Payable 

Capital Stock 

Retained Earnings 

Income Summary 

Sales 

Sales Discounts 

Sales Returns & Allowances 
Purchases 

Transportation In 

Purchases Discounts 


Purchases Returns & Allowances 


Advertising Expense 


Bankcard Fees Expense 


Fed. Corp. Income Tax Expense 
Insurance Expense 
Maintenance Expense 
Miscellaneous Expense 

Payroll Tax Expense 

Rent Expense 

Salaries Expense 

Supplies Expense 

Utilities Expense 


Credit columns of the 
Trial Balance section 
must be equal. If they 
are not, find and cor- 
rect any errors before 
continuing. 





TRIAL BALANCE 





DEBIT CREDIT 
15|17900 
10 40400 
8492100 
554900 
150000 
1983100 
982500 
5120000 | 
1385000 
64000 
8000 
4800 
5800 
1836 
114\73 
2142800 
7500000 
19771\19 
32045000 
73000 
2 00000 
206 70000 
403618 a 
134000 Companies like 
180000 Schwinn sponsor cycle - 
245000 teams that compete in biking 
4199127 events called BMX (which 
984000 stands for bicycle motocross) 
competitions. Sponsoring 
3|519)25 events is a form of adver- 
34828 tising for companies like 
3182683 Schwinn. 
1400000 
2913 74/60 
2364/87 


13579828 13579828 


Figure 18-1 The Trial Balance 
Section of the Work Sheet 
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Getting the 
| Right Balance 


| When calculating the 

| adjusted trial balance 

amounts, use these simple 

| rules: 

* When trial balance and 
adjustment amounts are 
both debits (or credits), 
add the amounts. 

* When one amount is 

a debit and the other 

is a credit, subtract the 

amounts. 
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and Account Name columns. The accounts are listed in the order that they 
appear in the general ledger (Asset, Liability, Owner’s Equity, Revenue, Cost 
of Merchandise, Expense). The balance of each account is entered in the 
appropriate column, either the Debit or the Credit column, of the Trial 
Balance section. Notice that every general ledger account is listed, even those 
with zero balances. After all balances are entered, the Trial Balance Debit 
and Credit columns are ruled, totaled, and proved. Then, a double rule is 
drawn across both columns. 


Calculating Adjustments 


Not all changes in account balances are the result of daily business trans- 
actions. Some changes result from the internal operations of the business or 
from the passage of time. For example, supplies such as paper, pens, shopping 
bags, and sales slips are bought for use by the business. They are recorded in 
an asset account called Supplies. These supplies are used gradually during 
the accounting period. Another example is insurance premiums, which cover 
a certain period of time. The premiums are recorded in an asset account 
called Prepaid Insurance. During the period, some of the insurance is used 
up, or expires. At the end of the period, the balances in accounts such as 
Supplies and Prepaid Insurance are brought up-to-date. 

To illustrate, suppose that supplies costing $500 were purchased 
during an accounting period and recorded in the Supplies account. 
At the end of the period, the Supplies account balance is $500; how- 
ever, only $200 of supplies are still on hand. The account balance for 
Supplies is adjusted downward to show that the business used $300 
of supplies. 

Up to this point, the general ledger account balances have been 
changed by journal entries made to record transactions that are sup- 
ported by source documents. There are no source documents, how- 
ever, for the changes in account balances caused by the internal 
operations of a business or the passage of time. Such changes are 
recorded through adjustments made at the end of the period to the 
account balance. An adjustment is an amount that is added to or 
subtracted from an account balance to bring that balance up-to-date. 
Every adjustment affects at least one permanent account and one tem- 
porary account. 

At the end of the period, adjustments are made to transfer the 
costs of the assets consumed from the asset accounts (permanent accounts) 
to the appropriate expense accounts (temporary accounts). Accountants say 
that these assets are “expensed” because the costs of consumed assets are 
expenses of doing business. Thus, when an adjustment is recorded, the 
expenses for a given period are matched with the revenue for that period. 

The Adjustments section of the work sheet is used to record the adjust- 
ments made at the end of the period to bring various account balances 
up-to-date. 


Determining the Adjustments Needed 


How do you know which accounts are adjusted at the end of the period? 
Review each account balance in the Trial Balance columns of the work sheet. 


Adjustments and the Ten-Column Work Sheet 


If the balance shown for an account is not up-to-date as of the last day of the 
fiscal period, then that account balance must be adjusted. 

Refer to Figure 18-1. The first account listed is Cash in Bank. All cash 
received or paid out during the period was journalized and posted to the 
Cash in Bank account. The balance in this account is up-to-date. The next 
account, Accounts Receivable (controlling), is also up-to-date since all 
amounts owed or paid by charge customers were journalized and posted. 

The third account is Merchandise Inventory, used to report the cost of 
merchandise on hand. The balance reported in the Trial Balance section 
($84,921) is the merchandise on hand at the beginning of the period. 

The amount of merchandise on hand is constantly changing during the 
period. The changes are not recorded in the Merchandise Inventory account. 
During the period the cost of merchandise purchased is recorded in the Pur- 
chases account. As inventory is reduced by the sale of merchandise, the 
amount of each sale is recorded in the Sales account. No entries are posted 
to Merchandise Inventory. At the end of the period, the balance in the Mer- 
chandise Inventory account does not reflect the amount of merchandise on 
hand. So, the Merchandise Inventory account balance must be adjusted. 

The other account balances on the work sheet are reviewed in the same 
manner. Additional adjustments are made as described later in this chapter. 


Adjusting the Merchandise Inventory Account 


ae Inventory i is an asset account USS) by LA busi- 
nesses. be; to 





merchandise a business has « on hand at the “i of a period. The ending 
inventory for one period becomes the beginning inventory for the next 
period. 

The account balance of Merchandise Inventory does not change dur- 


ing the pe Itis dI only whe a tri inventory is taken. A 





available for sale. A phisical inventory can be taken at any time. One is 
always taken at the end of a period. 

For example, if inventory is counted in a toy 
store at the end of a period, the cost of inventory 
can be calculated. This is done by multiplying the 
quantity of each item by its unit cost. 

At the end of each period, after the physical in- 
ventory is taken and the cost of ending inventory is 
calculated, the beginning inventory amount 
recorded in Merchandise Inventory is replaced by 
the ending inventory amount. This is accomplished 
by an adjustment to Merchandise Inventory. 


Calculating the Adjustment 
for Merchandise Inventory 


When calculating the adjustment for Merchandise Inventory, you need 
to know: 





_| Key Points 


Adjustments 
Adjustments help 

match expenses with 

related revenue. 
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To adjust the Merchandise Inventory account to reflect the physical inventory amount ($81,385), the 
following transaction is recorded. 


ANALYSIS Identify 


Classify 


+/- 


DEBIT-CREDIT RULE 


T ACCOUNTS 


Key Points 





Adjustment to 
Merchandise Inventory 
When beginning 

inventory is greater 
than ending inven- 
tory, credit Merchan- 
dise Inventory. When 
beginning inventory 
is less than ending in- 
ventory, debit Mer- 
chandise Inventory. 
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e The Merchandise Inventory account balance 


e The physical inventory amount 


For On Your Mark: 
Merchandise Inventory account balance $84,921 


Physical inventory S1,399 


The effect of all the purchases and sales during the period is a decrease 
to Merchandise Inventory of $3,536 ($84,921 — $81,385). This reduction 
in inventory needs to be recorded as an adjustment in the accounting 
records. The two accounts affected by the inventory adjustment are Mer- 
chandise Inventory and Income Summary. 





1. The accounts Merchandise Inventory and Income Summary 
are affected. 

2. Merchandise Inventory is an asset account (permanent). Income 
Summary is a stockholder's equity account. 

3. Merchandise Inventory is decreased by $3,536. This amount is 
transferred to Income Summary. 


4. To transfer the decrease in Merchandise Inventory, debit Income 
Summary for $3,536. 

5. Decreases to asset accounts are recorded as credits. Credit 
Merchandise Inventory for $3,536. 








6 Income Summary Merchandise Inventory 
oo 
Debit | Credit Debit Credit 
+ se 
3,536 3,536 


If ending inventory is greater than beginning inventory, Merchandise 
Inventory is debited and Income Summary is credited. For example, 
suppose that the beginning inventory was $84,921 and the ending inven- 
tory is $88,226. Inventory increased by $3,305 ($88,226 — $84,921). The 
Merchandise Inventory account is debited for $3,305, and Income Sum- 
mary is credited for $3,305. 


Merchandise Inventory 


Income Summary 





Debit | 


Credit Debit Credit 
| 
3,305 | 3,305 


Adjustments and the Ten-Column Work Sheet 


Entering the Adjustment for Merchandise 
Inventory on the Work Sheet 


Adjustments are entered in the Adjustments columns of the work sheet. 
The debit and credit parts of each adjustment are given a unique label. The 


W 7 ] es tea 
Key Points 


label consists of a small letter in parentheses and is placed just above and to 


the left of the adjustment amounts. The adjustments are labeled as follows: È 
| Adjustments on the 


First adjustment (a) Work Sheet 
Second adjustment (b) Label the debit and 
Third adjustment (Cc) credit amounts of each 


a a i i adjustment. 
fhe number of adjustments vary depending on the business. Once the 


adjustments are entered, the work sheet provides the information needed 
to make the adjusting journal entries. 

Use the T accounts in step 6 of the preceding example as a guide to 
entering the inventory adjustment on the work sheet. Refer to Figure 18-2. 
To record the adjustment for Merchandise Inventory: 


1. In the Adjustments Debit column, enter the debit amount of the 
adjustment on the Income Summary line. Labei this amount (a). 

2. In the Adjustments Credit column, enter the credit amount of the 
adjustment on the Merchandise Inventory line. Label this amount 
(a) also. 


TRIAL BALANCE ADJUSTMENTS 


ae ACCOUNT NAME 
DEBIT CREDIT DEBIT CREDIT 
1 101 Cash in Bank 15 17900 | [IL] | 
2 115 Accounts Receivable 10 40400 | | | 
3 125 Merchandise Inventory 84 2100 | (2) 31536 0 


| | 

20 310 Income Summary | | | | Giiia | 
| 
21 | 


Figure 18-2 Recording the Adjustment for Merchandise Inventory on the Work Sheet 


A MATTER OF ETHICS 





Out-of-Date Goods 


Imagine that you work as an accounting clerk 
for a local bakery. At your company, day-old 


baked goods are not to be sold. Employees are al- 
lowed to eat them or take them home. You think 
this policy is wasteful. One day, a mother with 
three children asks if she can buy some day-old 
donuts because she can’t afford fresh ones. You 
consider giving her several pastries that are about 
to be thrown away. 


Section 1 


Identifying Accounts To Be Adjusted and Adjusting Merchandise Inventory 


Ethical Decision Making: 

@ What are the ethical issues? 
What are the alternatives? 
Who are the affected parties? 


How do the alternatives affect 
the parties? 


What would you do? 





489 









































SECTION I Check Your Understanding. 





| | “ta Now that you have studied this section, complete the following questions and problems. 
| er 











1. What would you do if the Debit and Credit columns of the Trial Balance section of the work 


| Il gs Thinking Critically 
| 


sheet are not equal? 


2. After the physical inventory is taken, what happens to the Merchandise Inventory 





| account? 





Analyzing Accounting 


Jim Warren, accounting manager, asked you to analyze 





inventory for the past three years. Your company, Photo 
Shots, is looking to expand its merchandise, but Jim wants 
to analyze inventory data for the last three years before he 


recommends expansion. Using the data given, create a bar 





graph to depict the total amount of merchandise sold by 
year. Write a paragraph summarizing your analysis of in- 
ventory trends. 
Merchandise Inventory 
Year Beginning Ending Purchases 
2001 900 1,000 5,000 


2002 1,000 2,000 5,000 
2003 2,000 1,500 7,500 











Merchandise Inventory 


lhe Ely Corporation, a custom furniture manufacturer, has a general ledger account balance 
of $73,395 for Merchandise Inventory as of July 1. On the following June 30, the end of the 
fiscal period, Ely took a physical inventory and determined there was $74,928 in merchandise 
on hand. In your working papers, answer the following questions regarding the adjustment 
for Merchandise Inventory: 


1. Is the value of the ending inventory greater than or less than the value of the beginning 


inventory? 


N 


. What is the amount of the inventory adjustment? 
. Which account is debited? 


. Which account is credited? 


bw 
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n Problem 18-1 Analyzing the Adjustment for 


a Tea) 


Adjusting Supplies, Prepaid 
Insurance, and Federal 
Corporate Income Tax 










In Section 1 you learned that the Merchandise Inventory account os 
Wt | 
is updated at the end of the period. Other accounts in the general ledger What You'll Learn HV 














income tax require adjust- 
ment in order to prepare 
accurate financial reports. 


purchased during the period. 
At the end of December, On Your Mark took a physical inventory and 
found that there were $1,839 of supplies on hand. This means that $3,710 





of supplies were used during the period ($5,549 — $1,839 = $3,710). The 
amount of supplies on hand decreased by $3,710. Therefore, Supplies 
(a permanent asset account) is credited for $3,710. Supplies Expense 


are also adjusted. For example, high-risk businesses, like building con- * Why the Supplies, li 
struction and demolition, spend a lot of money on insurance. Therefore, Prepaid Insurance, | | 
it isimportant that the financial statements reflect the proper insurance and Federal Corporate || 
expenses each period. Supplies and federal corporate income taxes also Income Tax Expense Ill 
represent significant expenses that must be reported accurately. accounts are adjusted. Ill 
È ; 2 * Howto calculate the | (| 
Adjusting the Supplies Account agiustmnents ter'Stlp- | | 
plies, insurance, and | ll 

A merchandising business buys various supplies to be used by federal corporate | i 
employees in the everyday operations of the business. Pencils, pens, com- income tax. Ill Ill 
puter paper, shopping bags, sales slips, price tags, and cash register tapes e Howto enter the ill Il 
are purchased, and the cost is debited to the Supplies account. adjustments on the | | 
Supplies are used every day. As they are consumed, they become work sheet. | | 
expenses of the business. It is inefficient to keep daily records of each item W, i ill | 
as it is used, so the Supplies account is updated at the end of the period. hy It's Important | 
In the Trial Balance section of the work sheet in Figure 18-1, the Account balances | Il 
balance of the Supplies account is $5,549. This amount is the cost of the related to supplies, insur- | | 
supplies on hand on January 1 plus the cost of the additional supplies ance, and federal corporate | 
Ii 

| 

| 

Il 





(a temporary account) is debited (increased) to record the cost of supplies 
used during the period. 


Adjustment 








Record the adjustment for supplies. 











ANALYSIS Identify 1. The accounts affected are Supplies allt 
and Supplies Expense. ill 
Classify 2. Supplies is an asset account (permanent). Supplies Expense is an il 
expense account (temporary). Ill 
| 











| 

+f= 3. Supplies is decreased by $3,710. Supplies Expense is increased by $3,710. | 
| | 

| 
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DEBIT-CREDIT RULE 4. Increases to expense accounts are recorded as debits. Debit Supplies 
Expense for $3,710. 
5. Decreases to asset accounts are recorded as credits. Credit Supplies 

for $3,710. 
| T ACCOUNTS 6. Supplies Expense Supplies 
| mai _ — —_ 
| Debit | Credit Debit Credit 

| = + — 
3,710 3,710 





/ J 


Ihe adjustment for supplies is shown in Figure 18-3. To enter the 
adjustment on the work sheet, follow these steps: 


1. In the Adjustments Debit column, enter the debit amount of the 
adjustment on the Supplies Expense line. Since this is the second 
adjustment, label it (b). 

2. In the Adjustments Credit column, enter the credit amount of the 
adjustment on the Supplies line. Label it (b) also. 


Adjusting the Prepaid Insurance Account 


On December 17 On Your Mark purchased an insurance policy. 
The insurance coverage is for six months, mid-December through mid- 
May. The premium of $1,500 ($250 per month) was debited to the 
Prepaid Insurance account. 

At the end of December, the balance of Prepaid Insurance is $1,500, 
as shown in the Trial Balance section of the work sheet in Figure 18-1. 
However, the coverage for half of a month, costing $125, has expired. 
Since the value of the unexpired portion of the coverage has decreased 
to $1,375 ($1,500 — $125), Prepaid Insurance is adjusted with a credit 
for $125 to bring its balance up-to-date. The adjustment records the 
expired portion of the coverage as a business expense. 


Record the adjustment for the expiration of one-half month’s insurance coverage. 


e RNS RS a A a A 


ANALYSIS Identify 1. The accounts affected are Insurance Expense and Prepaid Insurance. 
Classify 2. Insurance Expense is an expense account (temporary). Prepaid 
Insurance is an asset account (permanent). 
+/- 3. Insurance Expense is increased by $125. Prepaid Insurance is 


decreased by $125. 


sIT-CREDIT RULE 4. Increases to expense accounts are recorded as debits. Debit Insurance 
Expense for $125. 
5. Decreases to asset accounts are recorded as credits. Credit Prepaid 
Insurance for $125. 
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T ACCOUNTS : Insurance Expense Prepaid Insurance 
Debit Credit Debit Credit 
+ + 
125 125 
| acer TRIAL BALANCE ADJUSTMENTS 
NO i DEBIT CREDIT DEBIT CREDIT 
1 101 Cash in Bank 15|179000, 
2 115 Accounts Receivable 10404000 | | | Hh 
3. 125 Merchandise Inventory 8492100 | | | (a) 3|53 600 
4 130 Supplies 554900 | | (b) 3/710)00 
5 135 Prepaid Insurance 150000 (0) |125)00 
e 140 | Delivery Equipment 1983100 
7, 145 Office Equipment 982500 
8 150 Store Equipment 520000 L 
9| 201 Accounts Payable | 13 85000 | | 
10 204 Fed. Corp. Inc. Tax Payable | [| | @ (155/00 
11]| 205 Employees’ Fed. Inc. Tax Pay. 64000 
12, 211 Employees’ State Inc. Tax Pay. 8000 
13 212 Social Security Tax Payable | 4800 
14 213 Medicare Tax Payable | S& 00 
15 214 Fed. Unemployment Tax Payable | 1836 
16 215 State Unemployment Tax Payable 11473 
17, 220 Sales Tax Payable | 2428/00 
18 301 Capital Stock | 7500000 
19 305 Retained Earnings 19|771\19 | 
20 310 Income Summary |_| | (4) 3|5.36|00 
21 401 Sales | 32045000 
22 405 Sales Discounts 73000 
23 410 Sales Returns and Allowances 2 00000 
24 SO1 Purchases 206 70000 
25. 505 Transportation In 403618 
26 510 Purchases Discounts | 134000 
27,515 Purchases Returns and Allowances 1 80000 
28 601 Advertising Expense 245000 
29 605 Bankcard Fees Expense 4199127 | | 
30 630 Fed. Corp. Income Tax Expense 984000 | (d) 15500 
31 635 Insurance Expense ij (©) |12500 
32. 650 Maintenance Expense 3(5,1(9/25 | 
33 655 Miscellaneous Expense 348 8 
34 657 Payroll Tax Expense 3 82683 
35 660 Rent Expense 14 00000 
36 665 Salaries Expense 2937460 
37, 670 Supplies Expense | | (b)3\71000 
38 680 Utilities Expense 2/3.64|87 Hicnce 16-3 Recon 
n | : 235 7988 435179828 7152600 7152600 the Adjustments on the 
| Work Sheet 


The adjustment for Prepaid Insurance is shown in Figure 18-3. To enter 
the adjustment on the work sheet, follow these steps: 


1. In the Adjustments Debit column, enter the debit amount of the 
adjustment on the Insurance Expense line. Since this is the third 
adjustment, label it (c). 
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Key Points 








World Congress 
of Accountants 


In October 1997, 4,500 
accountants from 40 
countries attended the 
XV World Congress of 
Accountants in Paris, 
France. Topics of discussion 
included serving the public 
interest in a changing 
society with global markets 
and global regulations, the 
gap between professional 
standards and public 
expectations, and the dif- 
ferent needs of emerging 
market economics. 











The Work Sheet 

The Adjustments 
section of the work 
sheet, like the Trial 
Balance section, must 
be proved before 
continuing on to the 
Adjusted Trial Balance 
section. 








2. In the Adjustments Credit column, enter the credit amount of the 
adjustment on the Prepaid Insurance line. Label it (c) also. 


Adjusting the Federal Corporate 
Income Tax Expense Account 


On Your Mark is organized as a corporation. A corporation is considered 
to be a legal entity separate from its owners. On Your Mark owns assets, pays 
its own debts, and enters into legal contracts. 

A corporation pays federal corporate income taxes on its net income. 
Many States and cities also tax corporate income. For now, we will discuss 
only federal corporate income taxes. A corporation estimates its federal 
corporate income taxes for the coming year and pays that amount to the 
federal government in quarterly installments. At the end of the year, the 
exact net income and the tax 
on that income are determined. 
If the corporation owes addi- 
tional taxes, they are paid when 
the corporate income tax return 
is filed. 

At the beginning of the 
year, On Your Mark’s accoun- 
tant estimated that federal cor- 
porate income taxes would be 





$9,840. The business made 
quarterly payments of $2,460 in March, June, September, and December. 
These payments were journalized as debits to Federal Corporate Income 
Tax Expense and credits to Cash in Bank. 

At the end of the year, On Your Mark’s accountant determines that the 
federal corporate income tax for the year is $9,995. Since On Your Mark has 
already paid $9,840, the business owes an additional $155 ($9,995 — $9,840). 

To bring the accounting records up-to-date, Federal Corporate Income 
Tax Expense and Federal Corporate Income Tax Payable must both be 
increased by $155. The T accounts below illustrate this adjustment. 


Federal Corporate 
Income Tax Payable 


Federal Corporate 
Income Tax Expense 


Debit Credit Debit Credit 
- + 
155 155 


The adjustment for Federal Corporate Income Tax Expense is shown 
in Figure 18-3. Since this is the fourth adjustment, it is labeled (d). 


Totaling and Ruling the Adjustments Section 


After all adjustments are entered, the Adjustments section of the work 
sheet is totaled and ruled. Each adjustment has an equal debit and credit, so 
the totals of the Adjustments Debit and Credit columns should be the same. 
When the Adjustments section is proved, a double rule is drawn under the 
totals and across both columns, as shown in Figure 18-3. 


494 ipter 18 Adjustments and the Ten-Column Work Sheet 


SECTION 2 Check Your Understanding 





Now that you have studied this section, complete the following questions and problems. 





Thinking Critically 


1. Explain how to record the cost of supplies purchased for use in a business. 





2. Explain how to make an adjustment for prepaid insurance. 


Computing in the Business World 


You own a personal-training franchise called Your Body. You want 







to provide health insurance for your ten employees. As you review 
the alternative plans, you have to make a decision based not only 
on affordability, but also on total benefits. Determine the total an- 
nual premium of each plan and decide which plan best fits your needs. 


Type of plan Plan #1 Plan #2 Plan #3 
Monthly cost per employee $600 $500 $800 
Co-pay for each employee $10 $20 None 





Problem 18-2 Analyzing Adjustments 


Information related to accounts requiring adjustment on the work sheet for the year ended 
~ December 31 for Star City Resorts Corporation follows. Indicate in your working papers the 
amount of each adjustment, which account is debited, and which account is credited. 


1. The Trial Balance section shows a 
balance of $3,347.45 for Supplies. 
The amount of supplies actually on 
hand is $892.75. 

2. Star City paid an annual insurance 
premium of $4,440 on November 
dh 

3. Star City made quarterly federal 
corporate income tax payments of 
$945 each. Its actual tax, calculated 
at the end of the year, is $3,885. 
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SECTION 3 


~ Completing the Work Sheet 
and Journalizing and 
Posting the Adjusting Entries 





section. 


sections. 





Why It's Important 


The work sheet is the 
source of information for 
journalizing the adjusting 
entries and preparing the 
financial statements. 
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What You'll Learn 


* Howto complete the 
Adjusted Trial Balance 


e How to extend amounts 
to the Income State- 


ment and Balance Sheet Trial Balance Section 


* Howto report the net 
income or net loss for 
the period. 

* Howto journalize the 
adjusting entries in the 
general journal. 

* Howto post the adjust- 
ing entries to the 
general ledger. 


\pter 18 


Once the adjustments are entered in the Adjustments section of the 
work sheet, it isimportant to prove that the accounts are still in balance. 
This is done by completing an adjusted trial balance. Once the Adjusted 
Trial Balance section is proved, the work sheet can be completed. 


Completing the Adjusted 


After all the adjustments are entered on the work sheet, the Adjusted 
lrial Balance section can be completed. This section of the work sheet 
shows the updated balances of all the general ledger accounts. To 
complete this section, the balance of each account in the Trial Balance 
section is combined with the adjustment, if any, in the Adjustments 
section. The new balance is then entered in the appropriate Adjusted Trial 
Balance column. 

Refer to Figure 18-4 and look at how new balances are computed. 
If there is no adjustment, the account balance shown in the Trial Balance 
section is simply extended to the same column (Debit or Credit) in the 
Adjusted Trial Balance section. There are no adjustments for the first two 
accounts, Cash in Bank and Accounts Receivable, so those balances are 
extended to the Adjusted Trial Balance Debit column. 

If the account balance in the Trial Balance section has an adjustment, 
a new balance is calculated. The amount of the adjustment (from the 
Adjustments section) is added to or subtracted from the amount in the 
[rial Balance section. Add debits to debits; add credits to credits; subtract 
debits and credits. 

The first account in the Trial Balance section to have an adjustment 
is Merchandise Inventory. Merchandise Inventory has an unadjusted 
debit balance of $84,921. Adjustment (a) is a credit of $3,536. To calcu- 
late the new balance, the credit adjustment is subtracted from the debit 
balance. The adjusted balance of $81,385 ($84,921 — $3,536) is extended 
to the Adjusted Trial Balance Debit column. 

Phe adjusted balances for Supplies, Prepaid Insurance, and Federal 
Corporate Income Tax Expense are calculated in the same way. 

If an account has a zero balance in the Trial Balance section, the amount 
listed in the Adjustments section is extended to the Adjusted Trial Balance 
section. Federal Corporate Income Tax Payable, for example, has a zero 
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ADJUSTED TRIAL BALANCE 


DEBIT 
15117900 
1040400 
8138500 

183900 
1137500 
1983100 
982500 
5 20000 


3.53600 


73000 
200000 
206 70000 
403618 


2.45000 
419927 
9.99500 
12500 
3.51925 
34828 
3.82683 
1400000 
2937460 
3.71000 
2|364/87 


CREDIT 


13 85000 
15500 
64000 

8000 
24800 
5800 
1836 
11473 

2142800 

7500000 

1977119 


32045000 


ti} 


Li 


134000 
180000 





7|52600 435/953/28 435/953/28 





ACCT TRIAL BALANCE ADJUSTMENTS 
na: aeoeaen eres DEBIT CREDIT DEBIT CREDIT 

n 101 Cash in Bank 15|17900 

2 115 Accounts Receivable 1040400 | 

3 125 Merchandise Inventory 8492100 | (4) 3|5 3600 
4 130 Supplies 5.54900 | (b)3\71000 
5 135 Prepaid Insurance 150000 (©) |125)00 
6 140 Delivery Equipment 1983100 

7 145 Office Equipment 982500 

8 150 Store Equipment 5 20000 | | 

9 201 Accounts Payable 13, 85000 |_| 

10 204 Fed. Corp. Inc. Tax Payable | (d) \15500 
11 205 Employees' Fed. Inc. Tax Pay. 64000 

12 211 Employees’ State Inc. Tax Pay. | 8000 

13 212 Social Security Tax Payable | 4800 | 

14 213 Medicare Tax Payable | 5800 | 

15 214 Fed. Unemployment Tax Payable | 1836 

16 215 State Unemployment Tax Payable | 114\73 

17,220 Sales Tax Payable | 242800 

18 301 Capital Stock 7500000, 

19 305 Retained Earnings 19771{19 Lp | 
20 310 Income Summary || |_| (a) 3|536)00 
21 401 Sales i | 32045000 
22 405 Sales Discounts 73000 
23 410 Sales Returns and Allowances 200000 
24 S01 Purchases 206 70000 
25 505 Transportation In 403618 LIL | 
26 510 Purchases Discounts {| 134000 
27 $15 Purchases Returns and Allowances | 180000 
28 601 Advertising Expense 2145000. 
29 605 Bankcard Fees Expense 419927 | 

30 630 Fed. Corp. Income Tax Expense 984000 (d) |155|00 

31 635 Insurance Expense | (c) |125)00 

32 650 Maintenance Expense 3|519/25 

33 655 Miscellaneous Expense 348/28, 

34 657 Payroll Tax Expense 382683 

35 660 Rent Expense 14 00000 | 

36 665 Salaries Expense 29137460 | 

37 670 Supplies Expense | (b)3171000. 

38 680 Utilities Expense 236487 

39 435|798)28 435|798)28 __7|526|00 

40 


Figure 18-4 Extending Balances to the Adjusted Trial Balance Section of the Work Sheet 


balance in the Trial Balance section. Adjustment (d) is a credit of $155. This 


amount is extended to the Adjusted Trial Balance Credit column. 
After all account balances are extended to the Adjusted Trial 
section, both columns are totaled. If total debits equal total cred 


Balance 
its, this 


section is proved. A double rule is drawn under the totals and across both 


columns. If total debits do not equal total credits, there is an error. 
the error, re-add each column. Also, make sure amounts in the Trial 


To find 
Balance 


and Adjustments sections are extended properly to the Adjusted Trial 


Balance section. 
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Figure 18-5 On Your 
Mark Athletic Wear 
Completed Work Sheet 





Chapter 18 


tion or the Income Statement section. Figure 18 - 


ACCOUNT NAME 


Cash in Bank 


Accounts Receivable 
5 Merchandise Inventory 


Supplies 


5 Prepaid Insurance 


Delivery Equipment 
Office Equipment 
Store Equipment 


Accounts Payable 


Fed. Corp. Inc. Tax Payable 
Employees’ Fed. Inc. Tax Pay. 
Employees’ State Inc. Tax Pay. 
Social Security Tax Payable 
Medicare Tax Payable 

Fed. Unemployment Tax Payable 
State Unemployment Tax Payable 
Sales Tax Payable 

Capital Stock 


S Retained Earnings 


Income Summary 
Sales 


5 Sales Discounts 


Sales Returns and Allowances 
Purchases 

Transportation In 

Purchases Discounts 

Purchases Returns and Allowances 
Advertising Expense 

Bankcard Fees Expense 

Fed. Corp. Income Tax Expense 
Insurance Expense 

Maintenance Expense 


S Miscellaneous Expense 


Payroll Tax Expense 
Rent Expense 


5 Salaries Expense 


Supplies Expense 
Utilities Expense 


Net Income 


TRIAL BALANCE 


DEBIT CREDIT 
15 17900 
10 40400 
8492100 
5 54900 
150000 
19 83100 
982500 
5 20000 LI 

13 85000 

64000 

8000 

4800 

5800 

1836 

11473 

2428100 

75 00000 

1977119 

| 320 45000 
73000 
200000 
206 70000 
403618 

1 34000 

| | 1 80000 
245000 
419927 
9.84000 
3|519/25 
348/28 
3826183 
1400000 
29 37460 
zoe 





Extending Amounts to the Balance 
Sheet and Income Statement Sections 


Beginning with line 1, each account balance in the Adjusted Trial Balance 
section is extended to the appropriate column of either the Balance Sheet sec- 
5 shows these extensions. 


On Your Mark 
Work 
For Year Ended 
ADJUSTMENTS 
DEBIT CREDIT 


(a) 353600 


@ 15500 
(©) |12500 


(b) 3 71000 


(@) 3.53600 
(b) 371000 
(© |12500 


(d) (15500 


\djustments and the Ten-Column Work Sheet 


The Income Statement section contains the balances of all the tempo- 
rary accounts. This section includes Income Summary and all revenue, cost 
of merchandise, and expense accounts. 

The Balance Sheet section contains the balances of all the permanent 
accounts. Here you will find all asset, liability, and capital accounts (Capital 
Stock and Retained Earnings). 


Figure 18-5 On Your 
Mark Athletic Wear 
Completed Work Sheet 


Athletic Wear 
Sheet 
December 31, 20-- 


(continued) 
ADJUSTED TRIAL BALANCE INCOME STATEMENT BALANCE SHEET 
| DEBIT | CREDIT DEBIT CREDIT DEBIT CREDIT 
| iskzgoo| ||| || 15 17900 1 
1040400 | | | 10 40400 j || 2 
| 81 38500 81 38500 | 3 
183900 1 83900 | 4 
| 1137500 [| 137500 5 dediti 
| 1983100 19 83100 6 MUSIC 
982500 982500 7 
5 20000 5 20000 la Minato rac, 
| | 13185000 DT] 13185000 9 your money doesn't just go 
| | 155100 15500 10 to the performer. Music 
| [ 64000 64000 11 company accountants also 
| [| 8000 I] | 8000 12 have to consider writers, 
| [| 248 00 | | | | 248 00 13 publishers, and adminis- 
| | 5800 | | | | | ‘S| 8 00 14 trative fees when checking 
| 1836 LI | 1836 15 royalty payments. Keeping 
| 114/73 LI 11473 16 track of who gets paid can 
| 22400 LI 2 RO 17 get even more complicated 
bet ZS ois when a song incorporates 
ett EZIO samples of other songs. 
300 | | 3663400 || || 20 
32045000. LT] [320 45 000 || [ai 
730 00 73000 || |le 
200000 | 200000 || 2s 
206 70000 20670000. | | (ra 
ran | 403618 || | 2 
| 134000 LI 134000 || 26 
| | 180000 | 180000 27 
2.45000. | 2 45000 28 
419927 | 419927, (| (29 
9199500 9 995 00 30 
12500 125 00, 31 
3|5|1 9125 351925 32 
34828 34828 33 
| 382683 3 82683 34 
| 14 00000 14 000 C0 35 
| 29/3/7460  29|3/7/4|60 36 
| 3|71000 | 371000 37 
! 23007 | 2 36487 38 
32167472. 0 re 40 
| foi a eT | 
42 
43 
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ACCOUNTING 


MODERN ACCOUNTING 
AC Littleton, a founder of 
modern accounting, deter- 


mined that a civilization 
must have seven “Ante- 
cedents of Bookkeeping” 
before accounting develops: 
writing, arithmetic, private 
property, money, credit, 
commerce, and capital. 
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Completing the 
Work Sheet 


After all amounts are ex- 
tended to the Balance Sheet and 
Income Statement sections, a 
single rule is drawn across the 
columns in these sections. All 


four columns are then totaled 





as shown in Figure 18-5. As 
you learned in Chapter 8, the totals of the debit and credit columns within 
the Balance Sheet and Income Statement sections are not equal at this point. 
The difference between the two column totals in each section is the amount 
of net income (or net loss) for the period. 

After the net income (or net loss) is recorded, the columns in the Balance 
Sheet and Income Statement sections are ruled and totaled as shown in 
Figure 18-5. Notice that the words “Net Income” are written in the Account 
Name column on the same line as the net income amount. 

If the totals of the two Income Statement columns are equal, and the 
totals of the two Balance Sheet columns are equal, a double rule is drawn 
across all four columns. The double rule indicates that these sections of the 
work sheet are proved. 


Journalizing Adjustments 


[he journal entries that update the general ledger accounts at the end 
of a period are called adjusting entries. The source of information for jour- 
nalizing the adjusting entries is the Adjustments section of the work sheet. 
The accounts debited and credited in the Adjustments section are entered in 
the general journal. 

Betore recording the first adjusting entry, the words “Adjusting Entries” 
are written in the Description column of the general journal. This heading 
eliminates the need to write an explanation after each adjusting entry. 

Refer to Figure 18-6. The following entries are recorded in the Adjust- 
ments columns of the work sheet: 


(a) adjusting merchandise inventory 
(b) adjusting supplies 

(c) adjusting insurance 

(d) adjusting income tax 


The first adjustment, labeled (a) on the work sheet, is recorded in the 
general journal as a debit to Income Summary for $3,536 and a credit to 
Merchandise Inventory for $3,536. The label (a) is not recorded in the 
general journal. 

Remaining adjustments are entered in the general journal in the same 
manner, with the debit part of the entry recorded first. The date for each 
adjusting entry is the last day of the period. 
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GENERAL JOURNAL PAGE 22 
DATE DESCRIPTION Pi DEBIT CREDIT 

1 20-- Adjusting Entries Dai 1 
2 Dec. 31 Income Summary 3|5|3 6|00 2 
3 Merchandise Inventory | 3|536|00 3 
4 31 Supplies Expense 3 7\1 0 00 | 4 
5 Supplies |_| 3|7,10)00 5 
6, 31 Insurance Expense 1|2 5) 00 |_| 

7 Prepaid Insurance | 125|00 7 
8 31. Fed. Corporate Income Tax Exp. 1/5 5}00 | 8 
9 Fed. Corp. Income Tax Pay. | 155/00 9 


mt 
oO 
oO 


Figure 18-6 Recording Adjusting Entries in the General Journal 


Posting Adjusting Entries 
to the General Ledger 


After the adjusting entries are recorded in the general journal, they are 
posted to the general ledger accounts. Once the adjusting entries are posted, 
the general ledger accounts are up-to-date. The balances in the general ledger 
accounts all agree with the amounts entered on the Income Statement and 
Balance Sheet sections of the work sheet. 

Once these entries are posted, the following has been accomplished: 


e The Supplies Expense account has been “charged” with the value of 
the supplies used in the period. 

e The Supplies account now reflects only the amount of items still 
remaining in inventory. 

e The Merchandise Inventory account now reflects the correct 
inventory value. 

e The Income Summary account has been “charged” with the cost of 
goods sold for the period. 

e The Insurance Expense account now reflects the appropriate insurance 
expense for the period. 

e The Prepaid Insurance account has been reduced by the amount of 
insurance expired. 

e The Federal Corporate Income Tax Expense account now reflects 
the tax expense for the period. 

e The Federal Corporate Income Tax Payable account has been 
increased to reflect the appropriate payable amount. 


Figure 18-7 shows the general journal and the general ledger accounts 
after the posting of the adjusting entries is completed. Notice that the words 
“Adjusting Entry” are written in the Description column of the general ledger 
accounts. 
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GENERAL JOURNAL PAGE__22 
DATE DESCRIPTION a: DEBIT CREDIT 
1 20-- Adjusting Entries 1 
2. Dec. 31 Income Summary 310 3153.6100 2 
3 Merchandise Inventory 125 3|53 6/00. 3 
4 Supplies Expense 670 3|7 10,00 4 
5 Supplies 130 3|71,0|00, 5 
6 Insurance Expense 635 125|00 6 
7 Prepaid Insurance 135 1125/00. 7 
8 Fed. Corporate Income Tax Exp. 630 1|5]5]00 8 
9 | Fed. Corp. Income Tax Pay. 204 15500 9 
10 10 
11 11 








ACCOUNT. Merchandise Inventory 





2 ACCOUNT NO. 125 _ 


POST. BALANCE 


DATE DESCRIPTION REF DEBIT CREDIT 


DEBIT 
20-- 

Jan. I Balance — 
Dec. 31 Adjusting Entry G22 


84/9 2 1|00 
3|5,3.6}00  81|3 8 5|00 


ACCOUNT Supplies a 


CREDIT 


ACCOUNT NO, 130 


POST BALANCE 
DATE DESCRIPTION AEE DEBIT CREDIT Gear TR 
20-- | 
Dec. 1 Balance 5|299\00 
15 P12 125000 5.54900 
31 Adjusting Entry G22 | 3|7 1 0\00 1839 00 
ACCOUNT Prepaid Insurance oe — ACCOUNT NO. /35 
BALANCE 
DATE DESCRIPTION oe DEBIT CREDIT seni FER 
20-- 
Dec. 17 Balance CP14 1500 00 1500 00 
31 Adjusting Entry G22 125\00 1|375|00 
ACCOUNT Federal Corporate Income Tax Payable “ACCOUNT NO. 204 
BALANCE 
DATE DESCRIPTION Pe DEBIT CREDIT da A 
20-- 
Dec. 31 Adjusting Entry G22 1,5, 5|00 155,00 


Figure 18—7 Adjusting Entries Posted to the General Ledger 
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RE 
ACCOUNT. Income Summary ACCOUNT NO. 310 
BALANCE 
DATE DESCRIPTION n DEBIT CREDIT DES each 
20-- 
Dec. 31 Adjusting Entry G22 3536.00 3/53 6/00 
ACCOUNT Federal Corporate Income Tax Expense ACCOUNT NO. 630 
BALANCE 
OST. 
DATE DESCRIPTION Ce DEBIT CREDIT Dea Sabon 
20-- 
Dec. 1 Balance -- 984000 
31 Adjusting Entry G22 155,00 9995 00 
ACCOUNT_ Insurance Expense ACCOUNT NO. 695 _ 
BALANCE 
POST. 
DATE DESCRIPTION REF DEBIT CREDIT Dear perse 
20-- | 
Dec. 31 Adjusting Entry. G22 125|00 125,00 
ACCOUNT Supplies Expense COUNT NO. 070 
BALANCE 
OST. 
; DATE DESCRIPTION pe DEBIT CREDIT sr CREDI 
20-- 
Dec. 31 Adjusting Entry G22 3.7 10,00 371000 
Figure 18-7 Adjusting Entries Posted to the General Ledger (continued) 





ANALYZING FINANCIAL REPORTS 


The Income Statement: Return on Sales 


One use of the income statement is to analyze the return on sales. You first analyzed return on sales for a 
sole proprietorship in Chapter 9. Analyzing return on sales for a corporation is similar. Look at the following 
example: 

Return on Sales = Net Income wee i 0.0744 or 7.44% 

Net Sales $575,000 








> Analyze the Report: 


Use the information found on Ben & Jerry’s Consolidated Statements of Operations to answer these 
questions. Note that Ben & Jerry’s chooses to use the term “Statements of Operations” instead of “income 


statement.” For our purposes, they are the same. 
1. Calculate the return on sales for each of the three years given. 
2. How has return on sales changed over the three years? Evaluate the return from a stockholder's 


perspective. 
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SECTION 3 Check Your Understanding. 








Thinking Critically 


1. Which types of general ledger accounts appear in the Balance Sheet section of the work 





sheet? 


il =a 2. What accounts are affected by the adjustment for prepaid insurance? 





Communicating Accounting 


You are making a presentation to the board of 


directors of your organization, Kids-n-Teens. As you 





review the financial statements for this quarter, you 
il HII notice that the bookkeeper extended the account 
balances from the Adjusted Trial Balance section to 
the Balance Sheet section but not to the Income State- 
ment section. What a mistake! You can fix it this 





time, but you need to explain to the bookkeeper how 


to extend to both sections of the work sheet. Select a classmate and practice your explanation. 


Problem 18-3 Analyzing the Work Sheet 


Refer to Figure 18-5 and answer the following questions in your working papers: 





1. What amount is extended to the Income Statement section for Federal Corporate Income 
Tax Expense? 


DN 


. To which section of the work sheet is the balance of Prepaid Insurance extended? 
3. What is the total amount of supplies consumed during the period? 
4. What is the total amount still owed to the federal government for corporate income tax? 





Problem 18-4 Analyzing a Source Document 


Based on the debit memorandum, answer the following questions. 


1. Which company is returning 











the merchandise? DEBIT MEMORANDUM No. 284 
2. How many items are being gi yore 
Lore ) 5 Invoice No.: 378456 
returned? SAVA ese 
3. What amount is entered in the to: K & L Electrical This day we have 
. : QAc ; 
Jc yurnal ent ry ? a Eee 
4. Which account is debited? = 
Quantity Item | Unit Price | Total 
5. Which account is credited? 4 
4 Locking Fixture #27304-78 $ 36.95 $ 147.80 
2 | Mirror/Reflectors #8935-231 11.24 22.48 
Subtotal $ 170.28 
Tax 6.81 
| Total $ 177.09 
| 
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MIS LIL 








KEY CONCEPTS 





1. The work sheet is prepared, either manually or on a spreadsheet, to organize all the data needed 
to update the accounts, to prepare the financial statements, and to record end-ot-period 
adjusting journal entries. 

2. The ten-column work sheet contains columns for the following: 





e trial balance 





e adjustments 
¢ adjusted trial balance 
e income statement 
e balance sheet 

3. The Trial Balance section of the work sheet includes all accounts listed in the chart of accounts, 
even those with zero balances. The ending balances for all accounts are listed, and the equality of 
debits and credits is proved. 

4. Some general ledger accounts must be updated at the end of a period by entering adjustments. 





Adjustments are often made to the following accounts: 
e inventory 

e supplies 

e insurance 

e tax liabilities 





5. Every adjustment affects one permanent and one temporary general ledger account. 

6. The beginning inventory is the amount of merchandise a business has on hand at the beginning 
of a period. The ending inventory is the amount of merchandise on hand at the end of a period. 
The balance of the Merchandise Inventory account changes after the physical inventory count, 
when it is adjusted to reflect the actual amount of merchandise on hand. 

7. A corporation pays income taxes on its net income for the year. 

8. All account balances are extended to the Adjusted Trial Balance section of the work sheet. 
Adjustments are reflected in the balances entered in the Adjusted Trial Balance section. 

9. The Balance Sheet section of the work sheet contains the balances of all the permanent accounts, 
including assets, liabilities, and owners’ equity. 








10. The Income Statement section of the work sheet contains the balances of all the temporary 
accounts, including Income Summary and revenue, cost of merchandise, and expense accounts. 

11. The completed work sheet lists all general ledger accounts and their updated balances and shows 
the net income (or net loss) for the period. 
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As the accounting manager for several Homemade Fresh 


Ice Cream stores in your region, it is your responsibility to 


oversee the preparation of end-of-period financial statements. 
Before you complete your end-ot-period reports, you need 
your Staff to verify their work sheets and trial balances. Write 
a memorandum to the staff to remind them to verify their 
data, make adjustments where needed, give beginning and 
ending inventory figures, and complete a physical inventory. 
In the body of your memorandum, provide a brief definition 


of each term. 


adjustment ending inventory 
beginning inventory physical inventory 








Understanding Accounting 
Concepts and Procedures 






Instructions 






On a separate sheet of paper, answer the following questions: 






1. Why is a work sheet completed before the financial statements are prepared? 






2. What are the tive sections of the ten-column work sheet? 






3. Why are general ledger accounts with zero balances entered in the Trial Balance section of the 
work sheet? 






4. Why are some general ledger accounts updated at the end of the period? 






5. Name four accounts of a merchandising business that are typically adjusted at the end of the 






period. 






6. What is meant by “expensing” an asset? 






7. Why does the balance of the Merchandise Inventory account not change during the period? 






8. What is the purpose of completing the Adjusted Trial Balance section of the work sheet? 






9. Which accounts are included on the Balance Sheet section of the work sheet? 







. Which accounts are included on the Income Statement section of the work sheet? 
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Case Study... 


Merchandising Business: Training Videos 

You're an accountant for Millennium Training 
Systems, a company that creates and sells training 
videos. The company CEO asks you to prepare 
financial statements for the month without the 
appropriate adjusting entries. 


Thinking Critically: 


1. Look at the information for adjustments: 


Beginning Ending 
Supplies $5,000 $1,200 
Prepaid Insurance 6,400 800 


Net income, before adjustments, is $22,400. What 
is net income after the adjustments are made? 

2. Explain why the financial statements do not 
present an accurate picture of the company without 
considering the adjusting entries. 


Conducting an Audit with Alex 
| i 


Florence Loch works part-time as a clerk at Tiger 
Corporation. She was asked to take a physical 
count of the lamp area and complete an inven- 
» tory sheet. Her completed sheet is presented 
below. Check Florence’s work. 


Instructions Locate any errors on the 
inventory sheet. On a separate sheet of paper, 
make a list of the corrections. 


INVENTORY SHEET 








STOCK NO. ITEM UNIT QUANTITY | UNIT COST | TOTAL VALUE 





27485 |Lamp Shade | Each | 23 | $ 27| 56 $633 B 
27847 | Lamp Socket | Each 162 | 3 85 579) 
23186 | Electrical Wire Feet 895 | 73) 653 

_ 21965 | Lamp Shade Each 11 | 32,05 325 | 55 
22625 | Lamp Shade Each 13 | 29/11 378] 43 
52335 | Lamp Base Each 9 27 245 | 00 


55894 | Lamp Base Each | 17 | 24 423| 47 


























TOTAL FOR THIS SHEET | $ 3,239| 64 


























interNET 


CONNECTION 


Purchase versus Lease 
Whether you are ready to buy 
your first car or your business needs 

to replace a delivery vehicle, you 

can use the Internet to research the 

costs and convenience factors of 

purchasing or leasing a vehicle. 

Do This: 

1. Select an automobile that you 
wish to purchase or lease. 

















DN 


. Find the lowest interest rate for 
new cars in your area. 

3. Locate an online calculator that 
will calculate the cost: 
e if you take a loan on the car 
e if you lease the vehicle 
What is the cost of each option 
over a four-year term? 

4. Will you lease or purchase the 

vehicle? Explain your decision. 


Workplace Skills 


Leadership 

Effective leaders are those who provide 
positive examples for others to follow. Leaders 
listen, encourage, motivate, persuade, and 
take initiative. 
On the Job: 

You have just been promoted to director of 
accounting for a national toy store chain. In 
reviewing the end-of-period financial reports, 


you notice that the net income was not as great 
as past reporting periods. In your weekly 
management meeting, you mention to the 
director of marketing that perhaps a new line of 
toys should be considered to boost the net 
income for the next financial reporting period. 


Thinking Critically: 

Prior to the management meeting, you meet 
with Leonard Rainwater, Director of Marketing. 
Leonard has been with the company for 25 years, 
and his decisions are rarely questioned. How 
would you approach Leonard to discuss a new 
line of toys being added to the inventory? 
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CHAPTER 18 COMPUTERIZED AGCOUNTING 





Adjusting Entries 
Making the Transition from a Manual to a Computerized System 


In a Manual System In a Computerized System 


Recording . From the general ledger, prepare a . Print a Trial Balance. 
adjusting entries trial balance in the first two columns . Record the adjusting entries in the 
of a work sheet. general journal. 





. Record adjustments on the work 3. General ledger accounts are 
sheet. automatically updated. 
. Calculate adjusted account balances 
in the Adjusted Trial Balance 
columns. 
. Extend account balances to Income 
Statement or Balance Sheet columns 
ot work sheet. 
. Calculate net income (loss) for the 
accounting period. 
. Record adjusting entries in the 
general journal. 
. Post adjusting entries to general 


ledger accounts. 














Recording Adjusting Entries in PEACHTREE 








Peachtree Question Description 













How do I generate a trial balance 
for use in preparing adjustments? 


Choose General Ledger from the Reports menu. 
. From the Report List, select Working Trial Balance. 
. Click the Print button. 


WIN = 








How do I journalize the adjusting 
entries? 


. List necessary adjustments on the Working Trial Balance form. 
. From the Tasks menu, select General Journal Entry. 

. Enter the adjusting entries. 

. Click Post. 





Ha WIN 


What does the software do 
“behind the scenes?” 


. Peachtree automatically updates the general ledger accounts when the 
adjusting entries are posted. 
. A trial balance can be generated at any time. 











i detailed imstructions: See the Peachtree User Guide in your Glencoe Working Papers. 
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APPLICATION OPTIONS 








Complete chapter 
problems one of four 
ways: 


Ten-Column Work Sheet VARIO TE OSE 


Sreadchext Problem 18-5 Completing a 


PROBLEM 


Papers in your 


The August 31 trial balance for InBeat CD Shop is entered on the work 
6 — Glencoe Workbook 


sheet in your working papers. Listed below is the data needed to make the 





or 
adjustments. aa tine 
Instructions In your working papers, complete the ten-column work 2 Windows 
sheet for InBeat CD Shop for the month ended August 31. —— Software 
Data for Adjustments a Glencoe 
Merchandise Inventory, August 31 $ 77,872 3 Integrated 
Supplies consumed during the period 271 —— Accounting 
Insurance premium expired during the period 489 Software 
Additional federal corporate income taxes owed 118 (Refer si software 
instructions) 
Analyze: After the adjustments are made on the work sheet, which (Problem 18-7) 
expense account has the highest balance? or 


Spreadsheet 
eee REA Templates 
Problem 18-6 Completing a Ten-Column i (Pioblem: 1675) 


Work Sheet 


The August 31 trial balance for Shutterbug Cameras is listed on the next; NOLITIAA I 
page. Also listed is the data needed for the adjustments. SMART GUIDE 


Step-by-Step Instructions: 
Problem 18-5 


1. Select the spreadsheet 
template for Problem 
18-5. 

2. Enter your name and 
the date in the spaces 
provided on the 
template. 

3. Complete the spread- 
sheet using the 
instructions in your 
working papers. 

4. Print the spreadsheet 
and proof your work. 

5. Save your work and exit 
the spreadsheet program. 





Instructions In your working papers, complete the ten-column work 
sheet for Shutterbug Cameras for the month ended August 31. 


Continued e 
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HVS a la 

















3 iti: Trial Balance 
| SMART GUIDE Debit Credit 
pifi Step-by-Step Instructions: 101 Cash in Bank $13,873 
Problem 18-6 115 Accounts Receivable 5,382 
1. Select the problem set 125 Merchandise Inventory 82,981 
for Shutterbug Cameras 130. Supplies 2,997 
il 5 ii ada 135. Prepaid Insurance 1,350 
il and set the system date. 140. Store Equipment 30,769 
3. Print a Working Trial 201 Accounts Payable $ 8,481 
ie looters 207 Federal Corporate Income Tax Payable — 
| adjustments. 210 Employees’ Federal Income Tax Payable 194 
4. Record the adjustments 211 Employees’ State Income Tax Payable 48 
eee ah 212 Social Security Tax Payable 119 
5. Print a General Journal 213. Medicare Tax Payable 25 
report and proof your 215 Sales Tax Payable 381 
6. i General Ledger 216 Federal Unemployment Tax Payable 19 
Trial Balance report. 217 State Unemployment Tax Payable 92 
7. Answer the Analyze 301. Capital Stock 80,000 
8. iu 305. Retained Earnings 28,568 
TIP: Use the Inventory 310. Income Summary = = 
| Adjustment account, not the 401 Sales 95,487 
| RG SeRIAon one 405 Sales Discounts 37 
to record the adjustment for 
Merchandise Inventory. 410 Sales Returns and Allowances 945 
501. Purchases 39,491 
505. Transportation In 2,039 
510 Purchases Discounts 656 
515. Purchases Returns and Allowances 219 
601 Advertising Expense 128 
605 Bankcard Fees Expense 219 
620 Federal Corporate Income Tax Expense 1,580 
630 Insurance Expense = 
640 Maintenance Expense 2,513 
645 Miscellaneous Expense 652 
647 Payroll Tax Expense 1955 
650 Rent Expense 9,000 
655 Salaries Expense 13,631 
660 Supplies Expense -- 
670 Utilities Expense 349 
Data for Adjustments 
Merchandise Inventory, August 31 $78,672 
Supplies on hand, August 31 389 
Insurance premium expired during the period 490 
Additional federal income taxes owed Zoe 
Analyze: On the Balance Sheet section, which account has the higher 
| balance, Accounts Payable or Accounts Receivable? 
| | 
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VT eed 



































: / . a PEACHTREE 
Problem 18-7 Completing a Ten-Column SMART GUIDE 
Work Sheet Step-by-Step Instructions: 
The balances of the general ledger accounts of Cycle Tech Bicycles, as of Problem 18-7 
August 31, are listed below. Also listed is the data needed for the adjustments. 1. Select the problem set 
for Cycle Tech Bicycles 
Instructions In your working papers: (Prob. 18-7). 
Prepare a ten-column work sheet for Cycle Tech Bicycles for the month 2: Rename We soripaly 
and set the system date. 
ended August 31. 3. Print a Working Trial 
101 Cash in Bank $ 22,323 ii 
115 Accounts Receivable 1,737 adjustments. 
125 Merchandise Inventory 23,654 4. Record the adjustments 
130 Supplies 3,971 using the General 
135 Prepaid Insurance 1,800 Jounal Eniry option. 
140 Store Equipment 25,395 5. Print a General Journal 
report and proof your 
145 Office Equipment 15,239 work. 
201 Accounts Payable 11,051 6. Print a Generali Ledger 
210 Federal Corporate Income Tax Payable — Trial Balance report. 
211 Employees’ Federal Income Tax Payable 519 i hae enna 
212 Employees’ State Income Tax Payable 142 8. cee 
213 Social Security Tax Payable 408 
214 Medicare Tax Payable 137 
215 Sales Tax Payable 1,971 
216 Federal Unemployment Tax Payable al 
217 State Unemployment Tax Payable 263 
301 Capital Stock 40,000 
305 Retained Earnings 14,908 
310 Income Summary —. 
401 Sales 128,231 
405 Sales Discounts 214 
410 Sales Returns and Allowances 1,289 
501 Purchases 67,118 
SOS Transportation In 1,172 
510 Purchases Discounts 810 
S15 Purchases Returns and Allowances 322 
601 Advertising Expense 2,938 
605 Bankcard Fees Expense 185 
625 Federal Corporate Income Tax Expense 3,650 
630 Insurance Expense — 
645 Maintenance Expense 2,450 
650 Miscellaneous Expense 3,929 
655 Payroll Tax Expense 834 
657 Rent Expense 10,750 
660 Salaries Expense 4,670 
665 Supplies Expense — 
675 Utilities Expense 5,395 
Continued é 
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Ending merchandise inventory $ 24,188 
Ending supplies inventory 1,049 
Insurance premium expired 675 
Federal income tax expense for the month 3,827 





We 
4 Data for Adjustments 
| 


section? 





Sen _ i 
SMART GUIDE Problem 18-8 Completing a Ten-Column 


Work Sheet 
Step-by-Step Instructions: 


Problem 18-8 The balances of the general ledger accounts of River’s Edge Canoe 





. Select the problem set & Kayak, as of August 31, are listed below. 
for River's Edge Canoe & . 

| Kayak (Prob. 18-8). Instructions In your working papers: 

2. Rename the company (1) 
and set the system date. È 

3. Print a Working Trial month ended August 31. The account names are entered on the work 
Balance and use it to sheet. The data for the adjustments follows: 
help you prepare the 
adjustments. 

| 4. Record the adjustments (b) The cost of the supplies on hand on August 31 is $619. 

using the General 


Journal Entry option. n I i 3 
5. Print a General Journal (d) The total federal income taxes owed for the year are $2,635. 


Prepare a ten-column work sheet for River’s Edge Canoe & Kayak for the 


(a) The cost of the ending merchandise inventory is $45,669. 
(c) The one-year insurance premium of $1,680 was paid on April 1. 


and proof your (2) Enter the journal entries for the adjustments on page 31 of the general 
work. 


6. Print a General Ledger 
report. (3) Post the journal entries to the general ledger accounts. 


E DON AO-AAO lodo 101 Cash in Bank $ 15,387 
Trial Balance report. 


8. Answer the Analyze 115 Accounts Receivable 2,852 

question. 130 Merchandise Inventory 49,205 
9. End the session. 135 Supplies 3,027 
TIP: Enter the adjustments 140 Prepaid Insurance 1,680 


as one multi-part entry to 145 Delivery Equipment 19,437 
save time. 150 : 


journal. 


Store Equipment 29,504 
201 Accounts Payable 13,339 
204 Federal Corporate Income Tax Payable — 
| 210 Employees’ Federal Income Tax Payable 632 
211 Employees’ State Income Tax Payable 117 
212 Social Security Tax Payable 472 
213 Medicare Tax Payable 108 
215 Sales Tax Payable 2,904 
216 Federal Unemployment Tax Payable FE 








| 217 State Unemployment Tax Payable aD 
| 219 US. Savings Bonds Payable 150 
| 301 Capital Stock 50,000 
| 305 Retained Earnings 25,425 
| A 310 Income Summary = 


| 
| Analyze: Which section of the work sheet had the higher balance for 
il Merchandise Inventory, the Trial Balance section or the Balance Sheet 
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401. Sales 144,945 
405. Sales Discounts 203 
410 Sales Returns and Allowances 1,381 
SOL Purchases 79,310 
505 Transportation In 1,192 
510 Purchases Discounts L,292 
515 Purchases Returns and Allowances 576 
601 Advertising Expense S154 
60S Bankcard Fees Expense 288 
625 Federal Corporate Income Tax Expense 2,480 
635 Insurance Expense — 
650 Maintenance Expense 1,381 
655 Miscellaneous Expense 3,772 
658 Payroll Tax Expense L219 
660 Rent Expense 10,350 
665 Salaries Expense 11,965 
670 Supplies Expense = 
680 Utilities Expense 2,999 





Analyze: How much in discounts did River’s Edge earn by paying the 


amounts owed to creditors within the discount period? 













Lia 





ty hi 
sE 


© Work Sheet 


The Trial Balance and adjust- 





ment sections for Buzz Newsstand 





have been prepared in your working 
papers. It is apparent from the totals 
on the work sheet that errors have 
been made in preparing these 
portions of the work sheet. 





The accounting records show: 


1. The merchandise on hand at the end of the month is valued at $12,950. 

2. The supplies on hand on August 31 are valued at $529. 

3. The insurance premium was paid on August 1. The premium was $980 
and covers the period from August 1 to November 30. 

4. The total federal income tax owed for the period is $249. 








Instructions In your working papers: 

(1) Find and correct the error(s) in the Trial Balance section. 

(2) On the line provided on the work sheet, write in the corrected totals for 
the Trial Balance section. 

(3) Find and correct the error(s) in the Adjustments section. 

(4) Write in the corrected totals for the Adjustments columns. 


Analyze: Explain your calculations for the Merchandise Inventory 
adjustment. 
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\ Financial 
€ Statements fora 
Corporation 





Learning Objectives 


When you have completed this 
chapter, you will be able to: 


p Explain how to record ownership BENIAMINO 


of a corporation. 






Exploring the Real World of Business 




















Do you like watching the luge or bobsled competitions in the 
Winter Olympics? How about the ice skating competitions? All of 
these have something in common: IcePro, the builder of Olympic 
training centers in Colorado and Utah and the builder of ice and 
refrigeration facilities for Olympic events. 

IcePro constructs professional hockey arenas like the MCI 
Center where the Washington Capitals play; the Tampa Bay 
Lightning's arena; the Bank of America Arena in Boise, Idaho; and 
the West Valley Event Center, the host of the 2002 Olympic Ice 
Hockey games and home of the Utah Grizzlies. 

IcePro prepares financial statements to measure its financial 
health. The company might use balance sheet information to decide 

if it has enough working capital to complete scheduled jobs for 
I the next few months, or they might analyze the income 
statement to make sure that construction expenses are in line 
la” with revenue. Companies that hire IcePro may also want to 
~ review their financial statements to make sure IcePro has the 
financial resources to carry through on its building contracts. 


p Explain the relationship between 
the work sheet and the financial 
statements for a merchandising 

corporation. 















Explain how the financial state- 
ments for a corporation differ from 
those for a sole proprietorship. 


























» Prepare an income statement, 
balance sheet, and statement 
of retained earnings for a mer- 
chandising corporation. 


» Analyze the financial data 
contained on the + 
statements. es 
= 
» Define the accounting b 2 
terms introduced in 



















this chapter. 





What do you think? 

If you wanted to hire IcePro to build an ice arena, what 
information would you want to know about the company? What 
information would the IcePro financial statements tell you? 














IcePro 
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Applying Your Accounting Knowledge 





Once the work sheet is com- Jy i VENI 
pleted, the accounting staff is ready ; 
to prepare financial statements. If 
you've listened to the evening news on 
television, you might remember an announcer ce 
reporting earnings increases or decreases for a 
large national corporation. This information is 
found in the financial statements or annual 
reports of the company. 


D 
Va . ls your employer a public corporation? 
2. Are the financial statements available for | 
you to look at? 
3. Can they be found on the Internet or in your 
local library? 
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NSA 






The Ownership of 
a Corporation 









In Chapter 18 you learned that some accounts in the general ledger 


What You'll Learn 


are not up-to-date at the end of a period. You learned how to determine 





| e Which equity accounts which accounts to adjust, how to calculate the amount of each adjust- 
are used in corporation ment, and how to enter each adjustment on a ten-column work sheet. 
accounting. [he work sheet is a working paper, organizing all the accounting data 
e How equity earned needed to prepare the financial 
through business profits statements and the end-of-period 
is reported. journal entries. In this chapter 
* Which end-of-period you will use the information on 


financial statements 
are prepared for a 
corporation. 


the work sheet to prepare the fi- 
nancial statements for a mer- 
chandising corporation. Busi- 


Why It’s Important nesses like John Deere & Co. 


focus a lot of time and attention 
To properly prepare 


end-of-period financial 
reports for a corporation, 
you need to understand 
how equity for a corpo- 


on the preparation of financial 








statements. 


Accounting for a Corporation 














ration is handled and A sole proprietorship is owned by one person. A corporation may be 
the differences in equity owned by one person or by thousands of people. The ownership of a cor- 
between corporations poration is represented by shares of stock. 
and sole proprietorships. 
s n s 
Recording the Ownership of a Corporation 
[key As you recall, investments made by the owner of a sole proprietorship 
Capital Stock are recorded in the owner’s capital account. An owner’s investment of 
stockholders’ equity $25,000 in a sole proprietorship is recorded as shown in the T accounts. 
retained earnings Cash in Bank is debited for $25,000, and Maria Sanchez, Capital is 
comparability credited for $25,000. 
| reliability 
| 
| relevance Cash in Bank Maria Sanchez, Capital 
| full disclosure T == ai o — 
materiality Debit Credit Debit Credit 
| 7 
: 25,000 25,000 
| 
| 


If a business is organized as a corporation, the owner's capital account 


used in a sole proprietorship is replaced by an account named Capital 
Stock. Capital Stock represents the investments in the corporation by its 


stockholders (owners). 
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Capital Stock is classified as a stockholders’ equity account. 
Stockholders’ equity is the value of the stockholders’ claims to the cor- 


poration. Like the owner’s capital account in a sole proprietorship, 
increases to the Capital Stock account are recorded as credits and decreases 


are recorded as debits. 














| 
On January 1 stockholders invested $25,000 in exchange for shares of | 
stock of the corporation, Receipt 997. 
ANALYSIS Identify 1. The accounts affected are Cash in Bank 
and Capital Stock. | 
Classify 2. Cash in Bank is an asset account. nT 
Capital Stock is a stockholders’ equity | | 
account. | 
+/- 3. Cash in Bank is increased by $25,000. Capital Stock is increased by ill 
$25,000. | | 
| Wt 
; . . ill! 
DEBIT-CREDIT RULE 4. Increases to asset accounts are recorded as debits. Debit Cash in Bank || | 
for $25,000. ill 
5. Increases to stockholders' equity accounts are recorded as credits. Credit INI 
Capital Stock for $25,000. | 
ill 
HT 
T ACCOUNTS 6. Cash in Bank Capital Stock | | 
SS LS in Gissi 7 T SE 7 || || 
Debit | Credit Debit | Credit | | 
+ | = = | na iI 
25,000 | | 25,000 I | Ì 
} Ill } 
WAIN 
| | } 
où | | | 
JOURNAL ENTRY 7. | 
GENERAL JOURNAL PAGE i nil] 
DATE DESCRIPTION e CREDIT ini 
1 20-- Ill! 
2 Jan. 1 Cash in Bank 2500000 If | 
3 Capital Stock | 2500000 (Il 
4 Receipt 997 | | 
i} 

















Reporting Stockholders' Equity in a Corporation 





in the business. That is, one person may have an ownership interest in a sole 
proprietorship worth $80,000, or ten people may have shares of stock in a 


| 
| 
| 
| 
The form of business organization does not affect the amount of equity | i 
| 
| 
if 
corporation worth a total of $80,000. The difference is in the way these two Iii 


amounts are reported on the balance sheet. 


Section 1. The Ownership of a Corporation pa ill 




















ATA 


Ticket Prices 
Season tickets to 
NHL games cost from 
as little as $500 to over 
$3,000 for regular seats. 
Tickets for individual games 
average from $20 to $70. 
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A sole proprietorship reports the balance of the owner’s capital account 
in the owners equity section of the balance sheet. For a corporation the 
owner's equity section of the balance sheet is called stockholders’ equity. 
The law requires that stockholders’ equity be reported in two parts: (1) equity 
contributed by stockholders and (2) equity earned through business profits. 


Equity Contributed by Stockholders 


The first part of stockholders’ equity is the amount of money invested 
by stockholders. This amount is comparable to the investments made by the 
owner in a sole proprietorship. In a corporation stockholders contribute to 
equity by buying shares of stock issued by the corporation. Stockholders’ 
investments are recorded in the Capital Stock account. 


Equity Earned Through Business Profits 


[he second part of stockholders’ equity 
is the amount of accumulated net income 
earned and retained by the corporation. This 
amount is comparable to the amount of net 
income less any withdrawals by the owner in 
a sole proprietorship. In a corporation this 





amount, called Retained Earnings , repre- 
sents the increase in stockholders’ equity 
from the portion of net income not distrib- 





uted to the stockholders. 

Earnings retained by a corporation are recorded in the Retained Earnings 
account. Retained Earnings is classified as a stockholders’ equity account. 
Like the Capital Stock account, it is increased by credits and decreased by 
debits. Retained Earnings has a normal credit balance. 


Retained Earnings 
: T 


Debit Credit 
= + 
Decrease Side | Increase Side 


Normal Balance 


In a sole proprietorship, net income increases owner's capital. This 
increase in owner's capital represents an increase in the assets of the business. 
In a corporation net income increases retained earnings, which represents 


the growth, or increase, in the assets of the corporation. 


Balance Sheet Presentation 


A comparison of the capital section of the balance sheet for a sole pro- 


prietorship and for a corporation follows: 


Sole Proprietorship: Corporation 
Owner's Equity: Stockholders’ Equity: 
Owner's Capital Capital Stock 


Retained Earnings 


Financial Statements for a Corporation 


Characteristics of Financial Information 


At the end of a period, a business prepares various financial statements. 
These statements summarize the changes that have taken place during the 
period and report the financial condition of the business at the end ot the 
period. Financial statements are used by many groups: 


e Managers analyze the financial statements to help evaluate past 
performance and to make informed decisions and predictions that will 
affect future operations. 

e Stockholders are interested in the performance, potential future growth, 
and success of the business. 

e Creditors want to know the ability of the business to pay its debts in a 
timely manner and the amount of credit that should be extended to the 
business. 

e Government agencies, employees, consumers, and the general public are 
also interested in the financial position of the business. 


Comparability 

For accounting information to be useful, it must be understandable and 
comparable. Thus, for the financial reports to be useful, the data must be 
presented in a way that lets users recognize similarities, differences, and 
trends from one period to another. Comparability allows accounting 
information to be compared from one fiscal period to another. The same 
types of statements, therefore, are prepared at the end of each period. The 
length of time covered by the financial statements is the same from one 
period to another (for example, one month or one year). By comparing 
financial statements in different periods of equal length, financial patterns 
and relationships can be identified and analyzed and the information from 
the analysis can be used in making decisions regarding business operations. 
Comparability also allows the comparison of financial information between 
businesses. 


Reliability 


Users of accounting data assume that the data are reliable. 





relates to the confidence users have that the financial information is reason- 
ably free from bias and error. 


Relevance 
Not all information about a business is relevant to financial decision 
2 î ab +. . e . “ . . 
making. In accounting, relevance means that the information “makes a 


difference” to a user in reaching a business decision. 


es 
Full Disclosure 
To “disclose” means “to uncover or to make known.” Full disclosure 


means that financial reports include enough information so that the report 
is complete. 


Key Points | 

The Accounting Equation | 
Phe basic account- 

ing equation applies to 
the accounting system 
in any business regard- 
less of the form of 
business organization: 


Assets = Liabilities + 

Stockholders’ (Owner's) 

Equity 

Increases in owner's 
capital or in retained 





earnings also represent 
increases in assets. 
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Because each patient 
may have a different 
insurance plan or payment 
plan, professionals in the 
health field, such as doctors 
and dentists, have to handle 
accounting as well. As a 
result, programmers have 
developed specialized 
software that both prints 
out proper paperwork and 
keeps track of the bills. 








an 





Materiality 


If something is “material 


it is important. In accounting, 


means that infor- 


mation deemed relative should 





be included in financial reports. 


Computerized 
Accounting Systems 


loday most businesses rely 


on automated equipment or 





computers to maintain the gen- 
eral and subsidiary ledgers and to prepare the end-of-period financial 
statements. Computers offer the advantages of speed and accuracy. Even 
small businesses can afford computers and accounting software designed 
for their needs. On the other hand, some businesses prefer to have an out- 
side company maintain their accounting records and prepare their finan- 


cial statements. 


Financial Statements for a 
Merchandising Corporation 


On Your Mark Athletic Wear, a merchandising corporation, prepares 
three financial statements: the income statement, the statement of retained 
earnings, and the balance sheet. The first two statements report the changes 
that have taken place over the period. The third statement, the balance sheet, 
shows the financial position of the business on a specific date—the last day 
ot the period. The data needed to complete all three statements come from 


the work sheet. 


A MATTER OF ETHICS 


Reporting a Mistake 


Imagine that you're an accounting clerk for a 





Ethical Decision Making: 


@ What are the ethical issues? 


major league sports franchise like the Green Bay @ What are the alternatives? 


Packers. Your job responsibilities do not include 


@ Who are the affected parties? 


any end-of-period activities, but you discover that 


a co-worker has made a significant error when she 
prepared the work sheet. You know the error will 


@ How do the alternatives affect 


the parties? 


affect the financial statements. You wonder if you S What would vou do? 


should report the error or assume that someone 


else will catch the mistake. 
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Financial Statements for a Corporation 


SECTION | Check Your Understanding 





Now that you have studied this section, complete the following questions and problems. 








Thinking Critically 


1. What two parts of stockholders’ equity are required by law to be reported on the balance 





sheet? 
2. What is the purpose of preparing the same types of financial statements at the end of each 


period? 





Communicating Accounting 


As the CEO of First Rate Products, you are 








expected to present accurate financial statements at 





your next stockholders’ meeting. It is imperative 
that your recently-hired accounting clerk, Vanessa 
Fuller, understand the importance of the end-of- 
period financial statements. Write a clear, concise 
memorandum to her outlining the end-of-period 
financial statements you are required to present at 
the meeting. Make sure Vanessa understands the 
importance of each financial statement and the 
relationships of those statements to the overall performance of First Rate Products. 








Problem 19-1 Analyzing Stockholders’ Equity Accounts 


1. An investment of $60,000 by Kevin Cleary in his sole proprietorship is recorded as a credit 


to which account? 
2. The sale of 100 shares of stock, for $8,500, by the Sims Corporation is recorded as a credit to 
which account? 


3. Stockholders’ equity consists of which two accounts? 


Cindy’s Curtains 


















































432 Meadowbrook Street 
Wilcoxson, Georgia 30345-8417 
A 404-555-2488 
Problem 19-2 Analyzing a Source 
D . t DATE: June 26, 20-- NO. 1441 
ocumen Rachel C. Washington 
ee sia — SOLD | 59 Priscilla Drive 
A sales slip for Cindy’s Curtains is presented at right. Park Ridge, IL 60068 
The accountant noticed errors in the calculations. a | niet oye | ee 
Instructions Check all calculations and recalculate Sil arenas ee | svi 
the sales tax using a rate of 4 percent. 2 | Curtain Rods #21847 | $14.95] $29 09 
4 | Anchor Pieces #23104 6.75 | 27 00 
15 | Feet of ribbon per ft 0.89 | 13 00 
SUBTOTAL| $69 09 
SALES TAX 2 76 
Thank You! | toraL | $71 85 
I) 
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| | 
| What You'll Learn 


* What is included in each 
of the five sections of 
the income statement. 

* Howto prepare an 
income statement using 
four amount columns. 

* How to calculate the 
cost of merchandise 
sold. 

* How to calculate the 
gross profit on sales. 

* How to analyze the 
information on the 
income statement. 


Why It’s Important 


The income staternent 
reports the net income or 
loss for the period and 
indicates whether or not 
the business is operating 
efficiently. 





net sales 


net purchases 

gross profit on sales 
operating expenses 
selling expenses 
administrative expenses 
operating income 
vertical analysis 





Sai 
N 
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Chapter 19 


ILL 





The Income 
Statement 





In Section 1 you learned that there are three financial statements pre- 
pared by corporations at the end of each period. In this section you will 
learn how to prepare and analyze the income statement. Every year John 
Deere & Co. expects the March income statement to show a large profit 
as farmers get ready for the new growing season. 


The Income Statement 


As you know, the income statement reports the net income or loss 
earned by a business. In Chapter 9 you prepared an income statement 
for Roadrunner Delivery Service, a service business organized as a sole 
proprietorship. You subtracted total expenses from revenue to determine 
the net income or loss for the period. 

Merchandising businesses have an additional cost—the cost of the 
merchandise that is purchased and then resold to customers. The income 
statement for a merchandising business is thus expanded to include the 
cost of merchandise sold. 

An income statement for a merchandising business has five sections: 


e Revenue 

¢ Cost of Merchandise Sold 
e Gross Profit on Sales 

e Operating Expenses 


e Net Income (or Loss) 


A comparison of the income statements for a service business and for 


merchandising business follows: 


a) 


Merchandising Business 
On Your Mark Athletic Wear 
Revenue 
— Cost of Merchandise Sold 
Gross Profit on Sales 
— Operating Expenses 
Net Income (Loss) 


Service Business 
Roadrunner Delivery Service 
Revenue 
Expenses 
Net Income (Loss) 














As you can see from Figure 19-1, On Your Mark’s income statement 
has four amount columns. The far right column is used to enter totals. 
The other columns are used to enter balances that are added or subtracted. 
Note that the format of a computer-generated income statement may 
vary from the format of an income statement prepared manually on 
accounting stationery. Regardless of how an income statement is 
prepared, the formats are very similar. 
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| 
| 
| 
On Your Mark Athletic Wear i 
Income Statement | II 
For the Year Ended December 31, 20-- WHAT 
Il 
Revenue: | ill | 
Sales 320.450 00 Wt 
Less: Sales Discounts 730 00 | | | | 
Sales Returns and Allowances 000.00 2|7 3 0| 00 Il 
Net Sales 317\720)00 | | 
|l Î 
Figure 19-1 The Heading and Revenue Section of the Income Statement \l 
HH! || 
| 
All of the information needed to prepare the income statement comes il 
from the work sheet, particularly the Income Statement section. As with all | 
other financial statements, the income statement begins with a three-line | | 
heading. The income statement for On Your Mark is prepared for the year I 
ended December 31. 
The first section on the income statement is the revenue sec- | 
tion. This section reports the net sales for the period. The balances 
of the Sales revenue account and the Sales Discounts and Sales ! 
Returns and Allowances contra revenue accounts are reported in HN} 
this section. Remember, contra revenue accounts decrease the rev- 
enue account. Therefore, net sales is the amount of sales for the 
period less any sales discounts, returns, and allowances. Refer to | iti 
| 





Figure 19-1 as you learn how to complete the revenue section. 


Il 
|| 
The Revenue Section | 
ll 
Ht 
HiT 
| 
| 
1. On the first line, enter the classification “Revenue:” at the left | 
edge of the stationery. | 
2. On the second line, enter the name of the revenue account | 
“Sales,” indented about half an inch. Enter the balance of the 
account in the ¢/ird amount column. 
3. On the next lines, enter the deductions trom Sales. Write the 
word “Less:” followed by the names and balances of the two 
contra revenue accounts. (You may have to abbreviate the 
account names.) Enter the balances of the accounts in the 
second amount column. 
4. Add the balances of the two contra revenue accounts. Write the 
total below the Sales balance on the fourth line, in the third 
amount column. 








5. On the next line, enter the words “Net Sales,” indented about an inch. 
Subtract the total of the two contra accounts from the balance of the 
Sales account. Enter the amount in the fourth amount column. On Your | 
Mark’s net sales for the year are $317,720. | 


The Cost of Merchandise Sold Section 


The next section reports the cost of merchandise sold. As the words 
indicate, the “cost of merchandise sold” is the actual cost to the business of 
the merchandise that was sold to customers during the period. 
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Key Points 





Cost of Merchandise 
‘Transportation In 
increases the cost of 
merchandise. Pur- 
chases Discounts and 
Purchases Returns 
and Allowances 
decrease the cost of 


the merchandise. 











I 
N 






The cost of merchandise sold is calculated as follows: 


Beginning Merchandise Inventory 
+ Net Purchases During the Period 

Cost of Merchandise Available for Sale 
— Ending Merchandise Inventory 





There are two steps involved in calculating the cost of merchandise sold. 


The first step is to determine the cost ot all the merchandise available for 


sale. The second step is to calculate the cost of merchandise sold. 


Net Purchases 


To calculate the cost of merchandise available for sale, add net purchases 


to the beginning inventory amount. Net purchases is all the costs related 


to merchandise purchased during the period. To calculate net purchases, add 


the transportation charges for the period (Transportation In) to the Pur- 


chases balance and then subtract the balances of Purchases Discounts and 


Purchases Returns and Allowances. 


Purchases 

+ Transportation In 7 
Cost of Delivered Merchandise 

— Purchases Discounts 

— Purchases Returns and Allowances 
Net Purchases 








Cost of Merchandise Sold 


To calculate the cost of merchandise sold, subtract the ending mer- 


chandise inventory amount from the cost of merchandise available for sale. 


Refer to Figure 19-2 as you learn how to complete the cost of merchandise 


sold section. 


È. 


Nn 


On the line below net sales, enter the words “Cost of Merchandise Sold:” 
at the left edge. 


. Next, enter “Merchandise Inventory, January 1, 20—” indented about 


half an inch. Enter the amount of the beginning inventory in the third 
amount column. (The beginning inventory is found on the work sheet, 
in the Trial Balance section, on the Merchandise Inventory line.) 


. Next, enter “Purchases”, indented about half an inch, and place the 


Purchases account balance in the first amount column. 


. On the next line, enter “Plus: Transportation In” indented about half an 


inch. Enter the balance of the Transportation In account in the first 
amount column, below the Purchases amount. Draw a line across the 
first amount column under the Transportation In amount. 


. On the next line, enter “Cost of Delivered Merchandise” indented about 


half an inch. Add the balances of the Purchases and Transportation In 
accounts. Enter the result in the second amount column. 


. On the next line, enter “Less: Purchases Discounts,” indented about half 


an inch, and place the Purchases Discounts account balance in the first 
amount column. 
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Cost of Merchandise Sold: 


_ Gross Profit on Sales 


10. 


LI. 


f2. 


. To find the total deduction from Purchases, add the balances of the 


On Your Mark Athletic Wear 
Income Statement 
For the Year Ended December 31, 20-- 


Revenue: 
Sales 
Less: Sales Discounts 
Sales Returns and Allowances 2000.00 
Net Sales 





317.720 00 







Merchandise Inventory, January 1, 20-- | | 921\00 
Purchases 206 70 0.00 

Plus: Transportation In 403618 

Cost of Delivered Merchandise 210\7 3 6\18 


Less: Purchases Discounts 134000 
Purchases Returns and Allowances 1\800|00. 314000 

Net Purchases 

Cost of Merchandise Available 

Merchandise Inventory, December 31, 20-- 
Cost of Merchandise Sold 





Figure 19-2 Income 


. On the next line, enter “Purchases Returns and Allowances” indented Statement Through Gross 


about half an inch, and place the Purchases Returns and Allowances Profit on Sales 


account balance in the first amount column. 


Purchases Discounts and Purchases Returns and Allowances 
accounts. Enter the total, on the Purchases Returns and Allowances line, 
in the second amount column. Draw a line across the first and 
second amount columns under this total. 
. On the next line, enter “Net Purchases” indented about half 
an inch. Subtract the total of the Purchases Discounts and 
Purchases Returns and Allowances accounts from the cost of 
delivered merchandise. The difference is the net purchases for the 
period. Enter the amount in the tid amount column. Draw a line 
across the third amount column under this amount. 
On the next line, enter “Cost of Merchandise Available” indented about 
half an inch. Add the net purchases amount to the beginning inventory 
amount. The total is the cost of merchandise available for sale. Enter the 
total in the third amount column. 
On the next line, write “Merchandise Inventory, December 31, 20—” 
indented about half an inch. Enter the amount of the ending inventory 
in the third amount column. (The ending inventory is found on the 
work sheet, in the Balance Sheet section, on the Merchandise Inventory 
line.) Draw a line across the third amount column under this amount. 
On the next line, enter “Cost of Merchandise Sold” indented about one 
inch. Subtract the ending inventory amount from the cost of merchandise 
available for sale. The difference is the cost of merchandise sold during 
the period. Enter the amount in the fourth amount column. Draw a line 
across the fourth amount column under this amount. 


N 
N 
N 
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ACCOUNTING 





European Union 


The European Eco- 
nomic Community, 
formed in 1958, allowed 
goods, services, workers, 
and money to move freely 
among its member coun- 
tries. While commerce 
within the European Union 
has been made easier, 
accounting has become 
more complicated due to 
differences in accounting 
principles, standards, and 
analysis. The streamlining 
process that has resulted 
is called “harmonization.” 











The Gross Profit on Sales Section 


Once the cost of merchandise sold is calculated, the gross profit 
on sales can be determined. The gross profit on sales is the profit 
made during the period before operating expenses are deducted. Gross 
profit on sales is found by subtracting the cost of merchandise sold 
from net sales. “Gross Profit on Sales” is entered at the left edge, and 
the amount is placed in the fourth amount column. In Figure 19-2 
you can see that On Your Mark's gross profit on sales is $106,587.82. 


The Operating Expenses Section 


The next section ot the income statement shows the operating 

expenses for the period. Operating expenses are the costs of the 
goods and services used in the process of earning revenue for the business. 
Some businesses choose to further classify operating expenses into 
selling expenses (incurred to sell or market the merchandise sold) and 


administrative expenses (costs related to the management of the busi- 


ness). Look at Figure 19-3. “Operating Expenses” is entered at the left edge 
on the line following the gross profit on sales. On the following lines, the 
names and balances of all expense accounts except Federal Corporate 
Income Tax Expense are listed in the same order as on the work sheet. While 
federal corporate income tax is a normal expense for a corporation, it is not 
considered to be an operating expense. Rather than a cost related to earning 
revenue, income tax represents a cost resulting from the revenue earned. 

Notice that the balances of the expense accounts are entered in the third 
amount column. The balances are totaled. The total, $63,918.10, is entered 
in the fourth amount column. 


The Net Income Section 


The final section of the income statement reports the net income (or net 
loss) for the period, both before and after federal corporate income taxes. It 
is customary to present the federal corporate income tax amount separately 
on the income statement. This is done so that the income statement shows 
the amount of operating income. Operating income is the amount of 
income earned before federal corporate income taxes are deducted. 

Look at Figure 19-3 again. To calculate operating income, subtract the 
total operating expenses from the gross profit on sales. On Your Mark’s 
operating income for the period is $42,669.72. 

To calculate net income: 

1. Enter “Less: Federal Corporate Income Tax Expense” on the next line, 
indented about half an inch. 

2. Enter the amount of income taxes, $9,995, in the fourth amount 
column. Federal corporate income taxes appear in the Income Statement 
section of the work sheet. Draw a line across the fourth column under 
this amount. 

3. Enter “Net Income” (or “Net Loss”) on the next line at the left edge. 

4. Subtract the amount of federal corporate income taxes from the 
operating income. The result is net income or net loss. 

5. Enter the difference, $32,674.72, in the fourth amount column. Net 
income on the income statement must agree with the net income 
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On Your Mark Athletic Wear 
Income Statement 
For the Year Ended December 31, 20-- 


Revenue: | | 
Sales 320.450 00 
Less: Sales Discounts | 73000 

Sales Returns and Allowances | 200000 2.73000 
| Net Sales 
Cost of Merchandise Sold: 
Merchandise Inventory, January 1, 20-- 






317,720.00 


84|921|\00 








Purchases 206,700 00 

| Plus: Transportation In 4036 18 | 

| Cost of Delivered Merchandise | 210736 18 

| Less: Purchases Discounts — 1\3 40,00: | | 

| Purchases Returns and Allowances 1860000 314000 
Net Purchases | | 207,596 18 
Cost of Merchandise Available | 292 18 
Merchandise Inventory, December 31, 20-- 8138500 


211|1 3 2\18 
106|5 8 7|82 


| Cost of Merchandise Sold 
| Gross Profit on Sales 
. Operating Expenses: 





Advertising Expense 00 
Bank Card Fees Expense 27 
Insurance Expense 00 
Maintenance Expense 25 
Miscellaneous Expense 28 
Payroll Tax Expense 83 

00 


Rent Expense 

Salaries Expense 

Supplies Expense 

Utilities Expense 

Total Operating Expenses 

. Operating Income 
Less: Federal Corporate Income Tax Expense 
_ Net Income 


4 60 
00 
87 





Figure 19-3 On Your Mark’s Completed Income Statement 


shown on the work sheet. If it does, draw a double rule under the 
amount to show that the income statement is proved and complete. If it 
does not, check the addition and subtraction on the income statement. 
Also check that all the accounts and balances in the Income Statement 
section of the work sheet appear correctly on the income statement. 


Analyzing Amounts on the 
Income Statement 


The income statement is analyzed to evaluate the financial performance 
of the business. The information reported on the income statement and 
other financial statements is expressed in dollars. Although dollar amounts 
are useful, the analysis of financial statements can be expanded and made 
more meaningful by expressing the dollar amounts as percentages. These 
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Key Points 
Vertical Analysis 

Vertical analysis is 
useful for determining 
relationships among 
items in a financial 


statement and changes 
in these relationships 
from one period to 

the next. 


Figure 19-4 Comparative 
Income Statement Showing 
Vertical Analysis 


Nn 
N 
DX 





percentages more Clearly indicate the relationships among the items on the 
financial statements. They also enable users of the financial statements to 
compare the relationships within an accounting period and changes in these 
relationships between accounting periods. 

One type of analysis is called vertical analysis . With vertical analysis, 
each dollar amount reported on a financial statement is also reported as a 
percentage of another amount, called a base amount, appearing on that same 
statement. For example, on the income statement, each amount is reported 
as a percentage of net sales. Current-period percentages can be compared 
with percentages from past periods or with percentages from other compa- 
nies within the same industry. 

Figure 19-4 illustrates a comparative income statement. As you can see, 
the net sales amount for each year is assigned a percentage of 100. Every 
other amount on the income statement is stated as a percentage of the net 
sales amount. Notice that net income was 14.68 percent of net sales in the 
previous year and only 10.28 percent of net sales for the current year. Analy- 
sis of this and other percentages will help management make informed 
decisions regarding the operation of the business. 


On Your Mark Athletic Wear 
Comparative Income Statement 
For the Current and Previous Years Ended December 31 








Current Year Previous Year 
Dollars Percent Dollars Percent 
Revenue: 
Sales $ 320,450.00 100.86 % $ 296,350.00 100.79 % 
Less: Sales Discounts 730.00 0.23 625.00 0.21 
Sales Ret. and Allow. 2,000.00 0.63 1,700.00 0.58 
Net Sales $ 317,720.00 100.00 % $ 294,025.00 100.00 % 
Cost of Merchandise Sold: 
Merch. Inventory, Jan. 1 $ 84,921.00 26.73 % $ 82,100.00 27.92 % 
Net Purchases 207,596.18 65.34 186,836.56 __69.54 — 
Merch. Available for Sale 292,517.18 92.07 % $ 268,936.56 91.47 % 
Merch. Inventory, Dec. 31 81,385.00 25.62 84,921.00 28.88 
Cost of Merchandise Sold $ 211,132.18 66.45 % $ 184,015.56 62.59 % 
Gross Profit on Sales $ 106,587.82 33.55 % $ 110,009.44 37.41 % 
Operating Expenses: 
Advertising Expense $ 2,450.00 0.77 % $ 1,779.00 0.61 % 
Bankcard Fees Expense 4,199.27 1.32 3,569.37 13241 
Insurance Expense 125.00 0.04 0.00 0.00 
Maintenance Expense 3,519.25 1.11 3,308.10 1.13 
Miscellaneous Expense 348.28 0.11 742.00 0.25 
Payroll Tax Expense 3,826.83 1.20 3,444.15 TZ 
Rent Expense 14,000.00 4.41 13,200.00 4.49 
Salaries Expense 29,374.60 9.25 26,437.14 8.99 
Supplies Expense 3,710.00 LVZ 2,968.00 1.01 
Utilities Expense 2,364.87 0.74 2,305.75 0.78 
Total Operating Expenses $ 63,918.10 20.12 % $ 57,753.51 19.64 % 
Operating Income $ 42,669.72 13.43 % $ 52,255.93 17.77 % 
Fed. Corp. Inc. Tax Exp. 9,995.00 3.15 9,085.00 3.09 
Net Income $ 32,674.72 10.28 % $ 43,170.93 14.68 % 
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Thinking Critically 





describe each section. 


2. How do transportation charges affect the cost of merchandise? 


Analyzing Accounting 


Look at the comparative 
income statement at the right 
and answer the following ques- 
tions about the vertical analysis 
ot this financial statement. 


1. What is the trend in sales? 

2. How is that trend affecting the 
net income? 

3. What expenses have decreased 
in the past year? 

4. Are there any significant 

changes in inventory? 
. What is the largest expense? 


Nn 


6. Would you invest your money 
in this business? Why or 
why not? 


Income Statement 


Instructions 
For each group of figures that follows, determine the missing amount. 
1. Beginning merchandise inventory $81,367 
Net purchases IS; 159 
Cost of merchandise available for sale ? 
2. Net sales DIZ93S 
Cost of merchandise sold 36,232 
Gross profit on sales < 
3. Purchases $26,472 
Transportation in 1,311 
Cost of delivered merchandise ? 
4. Cost of merchandise available for sale $49,769 
Ending merchandise inventory 32,621 
Cost of merchandise sold ? 


Revenue: 
Sales 
Less: Sales Pet. and Allow 
Net Sales 
Cost of Merchandise Sold: 
Merch. Inventory, Jan. 1 
Net Purchases 
Merch. Available for Sale 
Merch. Inventory, Dec. 31 
Cost of Merchandise Sold 
Gross Profit on Sales 
Operating Expenses: 
Advertising Expense 
Bankcard Fees Expense 
Insurance Expense 
Maintenance Expense 
Payroll Tax Expense 
Rent Expense 
Salaries Expense 
Supplies Expense 
Utilities Expense 
Total Operating Expenses 
Operating Income 
Fed. Corp. Inc. Tax Exp 
Net Income 


Comparative Income Statement 
For the Current and Previous Years Ended December 31 


Check Your Understanding 


Now that you have studied this section, complete the following questions and problems. 





Current Year 


I. An income statement for a merchandising business has five sections. Name and briefly 


Previous Year 


















































Dollars Percent Dollars Percent 
$ 1,500,000 100.13 % $ 850,000 100.26 % 
2,000 0.13 - 2,200 0.26 
$ 1,498,000 100.00 % $ 847,800 100.00 % 
$ 250,000 16.69 % $ 100,000 11.80 % 
800,000 53.40 650,000 76.67 __ 
$ 1,050,000 70.09 % $ 750,000 88.46 % 
60,000 4.01 250,000 29.49 
$ 990,000 66.09 % $ 500,000 58.98 % 
$ 508,000 33.91 % $ 347,800 41.02 % 
$ 50,000 3.34 % $ 25,000 2.95 % 
10,000 0.67 8,000 0.94 
5,300 0.35 5,300 0.63 
9,000 0.60 7,500 0.88 
6,200 0.41 3,200 0.38 
20,000 1.34 20,000 2.36 
58,000 3.87 48,000 5.66 
3,000 0.20 2,200 0.26 
2,400 0.16 1,850 0.22 
$ 163,900. 10.94 % $ 121,050 14.28 % 
$ 344,100 22.97 % $ 226,750 26.75 % 
44,940 3.00 25,434 3.00 
$ 299,160 19.97 % $ 201,316 23.75 % 
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Problem 19-3 Calculating Amounts on the 


The Income Statement 
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JOHN COONEY, CPA 
Division Director 
Robert Half International 


Q: What is your background? 

A: | spent several years in public accounting, then went 
into private industry. | moved up to vice-president of finance. 
Eventually, | found | wanted to use a different set of skills, 
although | didn’t want to give up my accounting skills. So | 
took the opportunity to get into a more entrepreneurial sales 
position, selling people’s skills in accounting. 









fied 


| Tips from .- + 


(333 | ae —t Half International Inc. 


Q: What do you like about your work? n 
A: | enjoy identifying people who have the personality and the 


skills to do this job, then hiring them and mentoring them. | also REI oe mee eee enSelT 

like working with companies to find the talent they need to help aaa wee 
the company reach its goals. ~ is important throughou 
‘career, not just during ajob 

confident and 


interview. Be contident 
friendly. Always be prompt, and 
work hard. Putin the hours | 

necessary to do first-rate ee 


Q: Is the recruiting field growing? 
A: The recruiting field is growing rapidly because companies today 
are looking for very qualified people. They look for the right person 
and hire selectively. They need our services because often the best 
people for the job are already employed. 


Q: What do you look for in a job candidate? 

A: | look for two main things. Does the candidate meet the technical quali- 
fications for the position? Do their personality, style, and career plans fit the 
company? | look at the candidate’s goals and ambitions. Some opportunities 
are paced faster. Those are good for someone who wants to rise to the top 
as quickly as possible. 


CAREER FACTS 





Nature of the Work: Match job candidates to opportunities offered by corporate clients. 
Training or Education Needed: A bachelor’s degree in accounting, and the CPA exam. 
Aptitudes, Abilities, and Skills: Time management skills, communication skills, and 
interpersonal skills. 

Salary Range: $40,000 to $200,000 

Career Path: Gain some experience in the accounting field, then move to a recruiting firm. 
















/hinking Critically: What might a job applicant look for in deciding whether or not a 
company’s culture is right? 
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The Statement of 
Retained Earnings and 
the Balance Sheet 


In the previous section, you learned how to prepare and analyze the 
income statement, which reports the net income or loss for the period. 
In this section you will learn how to prepare and analyze the statement 
of retained earnings and the balance sheet. The stockholders of John 
Deere & Co. study the balance sheet to understand the financial position 
of the company. 


The Statement of Retained Earnings 


In a corporation there are two stockholders’ equity accounts: Capital 
Stock and Retained Earnings. The Capital Stock account represents 
the stockholders’ investment in the corporation. The balance of this 
account changes only when additional shares of stock are issued by the 
corporation. The Retained Earnings account summarizes the accumu- 
lated profits of a corporation less any amounts paid to stockholders as 
returns on their investments. 

In Chapter 9 you learned how to prepare a statement of changes in 
owner's equity for a sole proprietorship to show the changes that occur 
in the owner’s capital account during the period. A similar statement, 
the statement of retained 
earnings, is prepared for a 





reports the changes that 
take place in the Retained 
Earnings account during 
the period. These changes 
result from business opera- 
tions and the distribution 
of earnings to stockholders 
through dividends. 

The changes to Retained Earnings are summarized as follows: 

Retained Earnings 


_ ii — 


Pa 








What You'll Learn 


e Howto prepare a 
statement of retained 
earnings for a 
merchandising 
corporation. 

* Howto prepare a 
balance sheet for a 
merchandising 
corporation. 

* Howto analyze the 
balance sheet. 


Why It's Important 


The statement of 
retained earnings reports 
how the Retained Earnings 
stockholders' equity 
account changes from the 
beginning to the end of the 
period. The balance sheet 
reports the financial posi- 
tion of the business on the 
last day of the period. 


statement of retained 
earnings 


horizontal analysis 
base year 
working capital 





Debit | Credit 
i | + 
Decreased by: | Increased by: 
net loss net income 
dividends | 
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ACCOUNTING 


Flashback: 


Ww 


ADDING MACHINES 
In 1692, 19-year-old 
French mathematical 


prodigy Blaise Pascal 
invented an adding and 
subtracting machine to help 
his father compute taxes. 
Today, a computer language 
is named after him. 








The statement of retained earnings is prepared from information found 
on the work sheet. The statement of retained earnings is a supporting 


document for the balance sheet. The final balance of the Retained Earnings 
account, as calculated on the statement of retained earnings, is used when 
preparing the balance sheet. 

Figure 19-5 shows the statement of retained earnings for On Your Mark. 
The first line shows the balance of the Retained Earnings account at the 
beginning of the period. This balance comes from the Balance Sheet section 
of the work sheet. The second line is the net income for the period. This is 
from the Income Statement columns of the work sheet. Add net income to 
the beginning balance of the Retained Earnings account. Since On Your 
Mark did not distribute any of its net income to stockholders during the 
period, there are no deductions from Retained Earnings. The new balance 
of the Retained Earnings account is $52,445.91. 


On Your Mark Athletic Wear 
Statement of Retained Earnings 
For the Year Ended December 31, 20-- 


Retained Earnings, January 1, 20-- 
Net Income 
Retained Earnings, December 31, 20-- 





Figure 19-5 Statement of Retained Earnings 


The Balance Sheet 


The balance sheet reports the 
balances of all asset, liability, and 
stockholders’ equity accounts for a 
specific date. The balance sheet is 
prepared from the information in 
the Balance Sheet section of the 
work sheet and from the statement 
of retained earnings. 

Figure 19-6 shows On Your 





Mark’s balance sheet. This balance 
sheet is prepared in report form. In the report form, classifications (assets, 
liabilities, and stockholders’ equity) are shown one under the other. 

The assets are listed first. The classification “Assets” is centered on the first 
line. The account names are listed at the left edge in the same order as they 
appear on the work sheet. The individual balances are entered in the first 
amount column. “Total Assets” is entered on the line below the last account 
name, indented about half an inch. The total assets amount is entered in 
the second amount column. The double rule, however, is not entered until 
the Liabilities and Stockholders’ Equity sections are complete, and the total 
of these two sections equals the total of the Assets section. 
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On Your Mark Athletic Wear 
Balance Sheet 
December 31, 20-- 


| Assets 
Cash in Bank 
— Accounts Receivable 
Merchandise Inventory 
| Supplies 
Prepaid Insurance 
| Delivery Equipment 
. Office Equipment 
| Store Equipment | 
Total Assets 145 038 00 
Il Liabilities 
_ Accounts Payable 
_ Federal Corporate Income Tax Payable 
_Employees’ Federal Income Tax Payable 
_ Employees’ State Income Tax Payable 
| Social Security Tax Payable 
Medicare Tax Payable 
_ Federal Unemployment Tax Payable 
| State Unemployment Tax Payable 
Sales Tax Payable | 
Total Liabilities 17|5\9\2|09 
Stockholders’ Equity 
Capital Stock 
Retained Earnings 
Total Stockholders’ Equity 
Total Liabilities and Stockholders’ Equity 





127|445|91 
145 00 





Figure 19-6 On Your Mark’s Balance Sheet 


The Liabilities section begins on the second line below the total assets. 
“Liabilities” is centered on this line. Again, the account names are listed at 
the left edge in the same order as they appear on the work sheet. The indi- 
vidual balances are entered in the first amount column. “Total Liabilities” is 
entered on the line below the last account name, indented about half an 


inch. The total liabilities amount is entered in the second amount column. Key Points 
Next, the Stockholders’ Equity section begins on the second line below The Balance Sheet 
total liabilities. “Stockholders’ Equity” is centered on this line. Stockhold- The balance see: 
ers’ equity consists of two accounts: Capital Stock and Retained Earnings. represents the basic 
The balance of the Capital Stock account is from the Balance Sheet section accounting equation: 
of the work sheet. The balance of the Retained Earnings account is from Assets = Liabilities + 
the statement of retained earnings. Again, the account names are listed at the Stockholders’ (Owners’) 


left edge and the individual balances are listed in the first amount column. Equity 
“Total Stockholders’ Equity” is entered on the line below the last account 
name, indented about half an inch. The stockholders’ equity total is entered 
in the second amount column. 
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Analysis of 
Financial Statements 
Vertical analysis 
involves the compar- 
ison of financial 
statement amounts 
within a single period 
or date. Horizontal 
analysis involves 
the comparison of 
financial statement 
amounts between 
periods or dates. Ver- 
tical and horizontal 
analysis can be applied 
to both the income 
statement and the 
balance sheet. 





On the line following total stockholders’ equity, “Total Liabilities and 
Stockholders’ Equity” is entered at the left edge. The total of the Liabilities 
section and the total of the Stockholders’ Equity section are added. The total 
is entered in the second amount column. This total must agree with the total 
assets amount. If it does, the balance sheet is double ruled. If it does not, 
check the addition on the balance sheet. Also check that the accounts and 
amounts are transferred from the work sheet accurately. 


Analyzing Amounts on the 
Balance Sheet 


When analyzing financial statements, you learned that while the dollar 
amounts provided on the statements are useful, the analysis can be ex- 
panded and made more meaningful by expressing the dollar amounts as 
percentages. In addition to using percentage amounts in vertical analysis as 
described earlier, they can also be used in horizontal analysis. Horizontal 
analysis is the comparison of the same items on financial statements for 
two or more accounting periods or dates and the determination of changes 
from one period or date to the next. With horizontal analysis, each amount 
on the current statement is compared with its corresponding amount on 
the previous statement. A base year is a year or period that is used for 
comparison. 

Look at the example of a comparative balance sheet in Figure 19-7. 
By comparing the amounts for the two years, you can see that Cash in 
Bank increased by 25.3 percent and Accounts Payable decreased by 38.26 
percent. The accountant might use this information to assess why cash has 
increased or why accounts payable have decreased. Perhaps the business is 
receiving more sales in cash instead of on account. The business may also be 
purchasing less inventory on account. These are trends that would be of 
interest to management. 


Working Capital 
The amount by which current assets exceed current liabilities is known 


as working capital . Because current liabilities are usually paid for out 
of current assets, working capital represents the excess assets available 
to continue operations. The working capital for On Your Mark is calculated 
as follows: 


Current Assets — Current Liabilities 
$110,182.00 — $17,592.09 


Working Capital 
$92,589.91 


In this example, current assets include Cash in Bank, Accounts 
Receivable, Merchandise Inventory, Supplies, and Prepaid Insurance. 
Current liabilities are all those listed in the liability section of the balance 
sheet in Figure 19-7. 
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On Your Mark Athletic Wear 
Comparative Balance Sheet 


December 31, Current Year and Previous Year 





Assets 

Cash in Bank 
Accounts Receivable 
Merchandise Inventory 
Supplies 
Prepaid Insurance 
Delivery Equipment 
Office Equipment 
Store Equipment 

Total Assets 

Liabilities 

Accounts Payable 
Fed. Corp. Inc. Tax Payable 
Employees' Fed. Inc. Tax Pay. 
Employees' State Inc. Tax Pay. 
Social Security Tax Payable 
Medicare Tax Payable 
Federal Unemployment Tax Pay. 
State Unemployment Tax Pay. 
Sales Tax Payable 

Total Liabilities 

Stockholders’ Equity 

Capital Stock 
Retained Earnings 

Total Stockholders’ Equity 


Total Liab. and Stockhldrs' Equity $ 145,038.00 





Current Previous 
Year Year 
$ 15,179.00 $ 12,114.57 
10,404.00 8,220.00 
81,385.00 84,921.00 
1,839.00 1,587.00 
1,375.00 0.00 
19,831.00 12,462.00 
9,825.00 5,854.00 
5,200.00 3,500.00 
$ 145,038.00 $ 128,658.57 
$ 13,850.00 $ 22,433.00 
155.00 140.00 
640.00 608.00 
80.00 72.00 
248.00 241.00 
58.00 56.35 
18.36 16.50 
114.73 103.17 
2,428.00 3,158.00 
$ 17,592.09 $ 26,828.02 
$ 75,000.00 $ 75,000.00 
52,445.91 26,830.55 
$ 127,445.91 $ 101,830.55 


$ 128,658.57 


Increase (Decrease) 


Dollars 


$ 3,064.43 
2,184.00 
(3,536.00) 
252.00 
1,375.00 
7,369.00 
3,971.00 
1,700.00 


$ 16,379.43 


$ (8,583.00) 
15.00 

32.00 

8.00 

7.00 

1.65 

1.86 

11.56 
(730.00) 


$ (9,235.93) 


$ 0.00 
25,615.36 


$ 25,615.36 
$16,379.43 


Current over Previous 


Percent 


25.30 % 
26.57 
(4.16) 
15.88 
59.13 
67.83 
48.57 
12.73 % 


(38.26)% 
10.71 
5.26 
11.11 
2.90 
2.93 
11.27 
11.20 
(23.12) 
(34.43)% 


0.00 % 
95.47 
25.15 % 
12.73 % 


Figure 19-7 Comparative Balance Sheet Showing Horizontal Analysis 


ANALYZING FINANCIAL REPORTS 


Evaluating Stockholders’ Equity 
















Percentage Change 


To find the percent of 
increase, subtract the base 
year amount from the 
current year, then divide by 
the base year. 

For example: 

* if assets in the base year 
are $240,000 and 
$280,000 this year, 

* the increase is $40,000. 

e The percentage change 

is 17 percent ($40,000 + 

$240,000). 


Although the balance sheet provides information about stockholders’ equity, corporations also prepare a 
report called the statement of stockholders’ equity. This report might also be called a statement of retained 


earnings. 


Look at the consolidated statements of stockholders’ equity for Ben & Jerry’s on page 805. This statement 
provides details about changes in capital through stock issuance and in retained earnings over a period of 
years. This information helps investors and analysts get a better picture of the company’s capital. Successful 
companies earn money for future operations (reported as retained earnings) through sales, and rely less on 
raising new capital through the issuance of stock. 


> Analyze the Report: 


Use the statement of stockholders’ equity on page 805 to answer these questions. 


1. Explain how retained earnings changed from a balance of $25,316 in 1994 to a balance of $39,086 at 


the end of 1997. 
2. How much did paid-in capital increase during this same time? 


3. Do you think Ben & Jerry’s finances its operations from earnings or from new capital? Explain your 


answer. 
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SECTION 3 Check Your Understanding 





Now that you have studied this section, complete the following questions and problems. 








Thinking Critically 
1. What is reported on a statement of retained earnings? 
2. Explain the use of a horizontal analysis. 





Computing in the Business World 
Larry Campbell is the owner of Craftsman Fur- 
niture, a successful family-owned furniture store. As 
the accountant for Craftsman Furniture, it is your 
responsibility to run a vertical analysis on the 
income statement. Mr. Campbell asks you to pre- 
pare an Executive Summary of a three-year vertical 
analysis. Using the information provided, in your 
working papers calculate the percentages for each 
year and complete the columns of the draft report. 
Mr. Campbell will review the draft with you so he 
clearly understands the trends in sales for Craftsman 
Furniture. 





Year 1 Year 2 Year 3 


Net Sales $1,000,000 $1,500,000 $1,600,000 
Gross Profit on Sales 600,000 750,000 780,000 
Total Operating Expenses 25,000 21,000 23,000 
Net Income $ 575,000 $ 729,000 $ 757,000 








Problem 19-4 Analyzing a Balance Sheet 


Use the comparative balance sheet for On Your Mark in Figure 19-7 to answer the 


following questions. 


1. Which asset account has the greatest percentage increase between the two years? Greatest 


decrease? 


N 


. Which liability account has the greatest increase between the two years? 
3. Did the overall value of the corporation increase or decrease between the two years? What is 
the dollar amount? What is the percentage? 


4. What is the percentage increase in retained earnings between the two years? 


ui 


. What conclusions might you draw based on the change in Accounts Receivable? Accounts 
Payable? 

6. Can you provide a possible explanation for the difference in the balance of the Prepaid 

Insurance account? 
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KEY CONCEPTS 





1. Accounting for sole proprietorships and for corporations is very similar except for reporting 
owner’s equity on the balance sheet. Corporations have two stockholders’ equity accounts: 
Capital Stock and Retained Earnings. Capital Stock represents the stockholders’ investments 
in the corporation. Retained Earnings summarizes the profits accumulated less distributions to 
stockholders. 

2. Three financial statements prepared by merchandising corporations are the income statement, 
the statement of retained earnings, and the balance sheet. 

3. Accounting information must be understandable and comparable. Comparability allows 
information to be compared from one fiscal period to another. 

4. Accounting information must also be relevant, reliable, fully-disclosed, and material. 

5. The income statement for a merchandising business contains the following elements: 

(a) Net sales, which is total sales less deductions for sales discounts, returns, and allowances 

(b) Net purchases, which is the total cost of merchandise bought plus transportation charges 
less deductions for purchases discounts, returns, and allowances 

(c) The cost of merchandise sold 

(d) Gross profit on sales, which is net sales minus the cost of merchandise sold. 

(e) Operating expenses 

(f) Operating income 

(g) The federal income tax paid by a corporation, listed separately on the income statement 

(h) Net income or net loss 





— 





6. The statement of retained earnings reports the changes in the Retained Earnings account due to 
net income or loss and distributions to stockholders. 
7. The cost of merchandise sold is calculated as follows: 





Beginning Merchandise Inventory 
+ Net Purchases During the Period 

Cost of Merchandise Available for Sale 
— Ending Merchandise Inventory 

Cost of Merchandise Sold 











8. The balance sheet reports the financial position of the business on a specific date. The balance 
sheet includes all the permanent general ledger accounts: assets, liabilities, and stockholders’ 
equity accounts. 

9. Vertical analysis helps the accountant determine the relationships among items on a financial 
statement and the changes in these relationships from one period to the next. 

10. Horizontal analysis compares items on a financial statement for two or more accounting periods. 
Each amount on a current statement is compared with its corresponding amount on the 
previous statement. 
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Plata I 


USING [42'4 TERMS 








Your company, The Neighborhood Bookworm, was purchased several 

| months ago by an international bookstore chain—The Best Seller. Your new 
UR boss, Gabriella Sitta, asks you to create the end-of-year financial statements. 
Gabriella is not native to the U.S. and does not understand all the English- 





language business terms. On a separate sheet of paper, write for each term its 
definition and its relationship to the preparation of financial statements. 


| administrative expenses operating income 
|| base year relevance 
| Capital Stock reliability 
| comparability retained earnings 
| full disclosure selling expenses 
| gross profit on sales statement of retained 
| horizontal analysis earnings 
| materiality stockholders’ equity 
| net purchases vertical analysis 
net sales working capital 


operating expenses 










Understanding Accounting 
Concepts and Procedures 


Instructions 
On a separate sheet of paper, answer the following questions: 
1. How does stockholders’ equity differ from owner's equity? 
2. What three financial statements are prepared by a merchandising corporation? 


3. How does an income statement for a merchandising business differ from that for a service 
business? 


4. How is net sales calculated? Net purchases? 

5. What is the difference between the cost of merchandise available for sale and the cost of 
merchandise sold? 

6. How is the cost of merchandise sold calculated? 

7. Why are the income taxes paid by a corporation listed separately on the income statement? 
8. What is the difference between operating income and net income? 

9. Why is the net income for the period added to Retained Earnings rather than to Capital 
Stock? 

10. Why is the income statement prepared before the statement of retained earnings? Why is the 
statement of retained earnings prepared before the balance sheet? 
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Case Study... 


Merchandising Business: 
Gourmet Food Gifts 

The Gourmet Express sells cookies, candies, food 
baskets, and other gourmet items. Valentine’s Day and 
Mother’s Day are the busiest days. The store sells 
directly to customers and also ships items through 
catalog orders. Recently, prices have increased for some 
food ingredients, such as sugar and chocolate. As a 
result, net income has decreased. The manager does 
not want to use lower-priced ingredients because they 
might change the quality of the finished products. 

In preparation for the Valentine’s Day rush, you’ve 
been asked to suggest some ideas for increasing net 
income. 


Thinking Critically: 

1. What items affect net income? 

2. Think about the gourmet food gift business, both 
the retail and the catalog operations. What are 
some areas for possibly cutting costs? 

3. Recommend at least three ideas for cutting costs. 


Conducting an Audit with Alex 


The following account balances are from the 
Income Statement section of the work sheet. 





Account Name Credit 





Purchases 
‘Transportation In 
Purchases Discounts 4,840 


Purchases Returns and Allowances 1,641 

















The beginning merchandise inventory is 
$36,813, and the ending merchandise 
inventory is $54,709. 


Instructions 

(1) Determine the amount of net purchases for the 
period. 

(2) Determine the cost of merchandise sold. 





inter NET 


Corporate 

Financial Statements 
Many corporations publish 

financial statements online. by 

accessing a company’s financial 
information, potential investors 
can locate annual earnings, stock 
prices, and growth trends for the 
company. 

Do This: 

1. Find a well-known company’s 
corporate site on the Web. Try 
companies like Texaco, Coca- 
Cola, Intel, or Motorola. Which 
company did you choose? What 
is the Web site address? 

. Locate the company's annual 
report or earnings release for the 
current year or the most recent 
quarter. Did the company have a 
protit or loss for the period? 

3. What is the value of the 
company’s total assets? 


Workplace Skills 


Sociability 

Most jobs require you to be adaptable to any 
situation. Your social skills on the job are equally 
important. How well you can relate to others, 
demonstrate an understanding, and respond 
appropriately to any situation is an indicator 
of your interpersonal skills development. 


On the Job: 

Friday night you are attending the annual 
stockholders’ meeting and reception for Big 
League Sports—a professional-sports merchandis- 
ing company. Your boss, Lily Chang, asks you to 
make a presentation about trends in professional 
sports. She recommends that you keep it colorful, 
simple, humorous, and appropriate for the event. 
Thinking Critically: 

Together with several of your colleagues 
(classmates), develop an outline for your presen- 
tation. Decide on visuals to use and topics to 
cover. Prepare a question and answer segment. 
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Preparing Financial Statements 
i || Making the Transition from a Manual to a Computerized System 


In a Computerized System 


1. After all business transactions have 


In a Manual System 


| Preparing financial . After all business transactions have 














statements been journalized and posted, prepare 
the trial balance. 

. Calculate, journalize, and post the 
adjusting entries. 

. Prepare the income statement, 
statement ot retained earnings, and 


balance sheet. 


been journalized and posted, print a 
working trial balance. 


2. Journalize the adjusting entries. 
3. Print the income statement and 


balance sheet. 





Peachtree Question 


Why should I display a financial 
statement on the screen before 
printing it? 


How do I print the Income 
Statement and Balance Sheet? 


What does the software do 
“behind the scenes?” 





la 
#,, 
è 


Description 


. Displaying reports on the screen allows you to review the report before 


printing. 


. Viewing the report on the screen avoids printing a report that may 


contain no data or including data that you do not want included. 


3. If a transaction in a report is outlined by a blue box, the “drill-down” 


feature allows you to double-click on the entry and go directly to the 
Tasks edit screen to make corrections. 


. Changes are reflected in the displayed report before it is printed. 


. Select Financial Statements from the Reports menu. 
. Select Income Statement or Balance Sheet from the Reports list. 
3. Click the Screen icon to display the Options window. 
. Select a time frame for the information to be included in the report. 


Current period is the default. 


. Review the statement on screen. 
. Click Print. 


Financial statements are generated from information stored in the 
general ledger. Selections made at the Options window and the defaults 
established when the company was set up determine the appearance of 
the report and the amount of information included. 


For detailed instructions: See the Peachtree User Guide in your Glencoe Working Papers. 
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APPLICATION OPTIONS 


Complete chapter 
problems one of four 














v'ercadekez: Problem 19-5 Preparing an Income aa 
‘PROBLEM 
du Statement 1 Meli a oo 
) ni 
ie work sheet 101 Sunset Surfwear for the year ended December 31 is es 
shown in your working papers. pn 
Instructions Prepare an income statement for Sunset Surfwear in your Peachtree for 
working papers. Refer to Figure 19-3 for guidance in setting up the income Windows 
statement. 
or 
Analyze: Which is larger for this period, purchases discounts or purchases Glencoe 
returns and allowances? 3 Integrated 
— Accounting 
Software 
Problem 19-6 Preparing a Statement of Retained ERRE 
. instructions) 
Earnings and a Balance Sheet (Problem 19-8) 
Instructions Use the work sheet and the income statement from or 
Problem 19-5 to prepare a statement of retained earnings and a balance Spreadsheet 
sheet for Sunset Surfwear. Use the accounting stationery provided in your Templates 
—— (Problem 19-5) 


working papers. 


Analyze: Calculate working capital for Sunset Surfwear. 


ADSHEET 
i SMART GUIDE 
Problem 19-7 Preparing Financial Statements 


Step-by-Step Instructions: 
Problem 19-5 


1. Select the spreadsheet 
template for Problem 
19=5: 

2. Enter your name and 
the date in the spaces 
provided on the 
template. 

3. Complete the spread- 
sheet using the 
instructions in your 
working papers. 

4. Print the spreadsheet 
and proof your work. 

5. Save your work and exit 
the spreadsheet program. 








Instructions The partially completed work 
sheet for Shutterbug Cameras is included in 
your working papers. 

(1) Complete the work sheet. 







(2) Prepare an income statement. 
(3) Prepare a statement of retained earnings. 
(4) Prepare a balance sheet. 


Analyze: Was the ending merchandise 
inventory greater or less than the beginning 





inventory? 
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UT PEACHTREE Problem 19-8 Cycle Tech Bicycles 
eta Work Sheet 














il| Completing a For the Year Ended December 31, 20-- 
| Step-by-Step Instructions: Work Sheet and a TRIAL BALANCE 
Problem 19-6 . 7 < ACCOUNT NAME = 
! 1. Select the problem set Financial : 101 Bank 2193100 
WH for Sunset Surfwear o i 2 115 Accounts Receivable 1178200 
| | (Prob. 19-6). Statements 3 125 Merchandise Inventon 2402800 
2. Rename the company i : aL Soe inuppla 4115900 
> {rlal Dale se f 8 0 
aind set-the system date: [he tri hi lance for 11900] 0 
3. Print a Balance Sheet. Cycle Tech Bicycles, Pp te 
7 6 300 
4. Answer the Analyze prepared on a ten-column | 11122400 
question. eA i 1 es 
È: End the sessioni. work sheet, is included in AS | a 
TIP: Peachtree does not vour working papers. 212 Emplys' Sta LI 114400 
include an option to print 2 213 Social S - 41300 
a Statement of Retained 214 Medicare Tax Payabl 113400 
Earnings. 4 215 Sales Tax Payab | 191500 
216 Fed. Unemployment Tax Payal | 5400 
&| 217 l 27100 
7 301 4000000 
1109100 
WT PEACHTREE || 12715100 
24600 
Sees [32400 





66110700 
‘98300 


Step-by-Step Instructions: 
Problem 19-7 


























25 510 Purchases Discounts 82200 
1. Select the problem set 515 ] wances | 376,00 
for Shutterbug Cameras 7 601 Advertising Expense 2138000 
(Prob. 19-7). | 6 È Bankcard Fees È 156 (18100 
2. Rename the company | i A rp. gore Tex Pages 39900 
and set the system date. i Instructions eo saree Exper pe 
È È 31 645 Maintenance Expense 95 ) 
3. Print the following (1) Complete the work =i S ce Expense 19800 
- . VW 32 SO iscellaneous Expens Zz ) 
reports: Adjusted Trial i Ss} oi 
Balance, Balance Sheet | sheet for the year ended #3 655. Payroll Tax Ex 83400 
: ‘ ° 34 657 Rent Expense 10}80000 
and Income Statement. December 31. Use the aa ddd 
4. Answer the Analyze foliawineintonnane 3 pers 17340( 
question. 5 oe ~ 675 Utilities Expens 4169500 
5. End the session. to make the 3 —— TTT 
adjustments. 30 194\11700 194|11700 
4 Net Incon 
| 
| . . . - 
| Ending merchandise inventory $25,19 
| Ending supplies inventory 1,221 
Expired insurance 825 
Total federal corporate income taxes for the year 3,472 
| (2) Prepare an income statement. 
| | (3) Prepare a statement of retained earnings. 
Il 
| i 
| Analyze: Ifthe ending value of Merchandise Inventory was actually 





| | (4) Prepare a balance sheet. 
| $28,000, would net income be higher or lower? 
| 
| 
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Problem 19-9 Evaluating the Effect of 
PROBLEM an Error on the Income Statement 


The accounting clerk for 





River’s Edge Canoe & Kayak 
prepared the income state- 
ment for the year ended 
December 31. The account- 
ing supervisor at River’s 
Edge noticed that the 
balance of the Transporta- 
tion In account was erro- 
neously omitted from this 
statement. Transportation 
In has a balance of $562. 


Instructions Use the income statement shown in your working papers to 

answer the following questions. 

1. In which section of the income statement is the account Transportation 
In entered? 

2. How is net purchases affected by this omission (understated or 
overstated)? By what amount? 

3. How does the omission of the Transportation In balance affect gross 
profit on sales? By what amount? 

4. What is the correct amount for the cost of merchandise sold for the 
period? 

5. What is the correct amount for net income? 


Analyze: An overstatement of expenses has what effect on net income? 
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Step-by-Step Instructions: 
Problem 19-8 


1. Select the problem set 
for Cycle Tech Bicycles 
(Prob. 19-8). 

2. Rename the company 
and set the system date. 

3. Print a Working Trial 
Balance to help you 
prepare the adjustments. 

4. Record the adjustments 
using the General 
Journal Entry option. 

5. Print a General Journal 
report and proof your 
work. 

6. Print the following 
reports: Adjusted Trial 
Balance, Income 
Statement, and Balance 
Sheet. 

7. Answer the Analyze 
question. 

8. End the session. 
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a 
What You'll Learn 


How to analyze 
business transactions. 
How to journalize 
business transactions 
in the four special 
journals and in the 
general journal. 

How to post journal 


LALA i = 





| Recording Business Transactions 
| in Special Journals 


In-Touch Electronics 


Company Background: Pedro and 
Tina Cordova own a merchandising busi- 
ness organized as a corporation called In- 
Touch Electronics. The retail business is a 
small, electronics store providing a unique 
service to the local community. This hus- 
band and wife team has been operating 


successfully for ten years. 











entries to the general 
| ledger and to the 
| accounts receivable 
and accounts payable 
subsidiary ledgers. 
* How to post the 
| totals of the special 
journals to the 
general ledger. 
* How to prove cash. 
* How to prepare a 


Keeping the Accounting Records 
for In-Touch Electronics: Since In- 
Touch Electronics has a large volume of business transactions, the business 





uses special journals and a general journal. The previous accounting clerk, 





Manny Canseco, has journalized and posted the business transactions for 
May | through May 15S. Those transactions are included in the accounting 
stationery in the working papers accompanying this textbook. The transac- 
tions that follow took place between May 16 and May 31. 


Your Job Responsibilities: The forms for completing this activity are 
















| <chedule of accounts included in the wer ne papers de6 DA, this 4400058 
receivable and a (1) Record the remaining May transactions in the sales journal (page 18), 
schedule of accounts cash receipts journal (page 15), purchases journal (page 12), cash pay- 
payable. ments journal (page 14), and general journal (page 7). 
* Howto prepare a (2) Post the individual amounts from the five journals to the accounts 
| trial balance. receivable and accounts payable subsidiary ledgers on a daily basis. 
Why It's Important (3) Post the individual amounts from the General columns of the cash 
receipts, purchases, cash payments, and general journals on a daily basis. 
| 
In Chapters 16 and (4) Foot, prove, total, and rule the special journals. 
17 you learned how to (5) Post the column totals of the special journals to the general 
record the business ledger accounts. Use the following order for posting: sales 
transactions of me journal, cash receipts journal, purchases journal, and cash 
chandising business si NEI 
ali Is payments journal. 
in special journals. sù 
P Jo (6) Prove cash. The balance shown on check stub 899 is 
Now you will have the : _ 
| $6109.45. 
opportunity to review i i 
and apply what you (7) Prepare a schedule of accounts receivable and a sched- 
have learned ule of accounts payable. 
(8) Prepare a trial balance. 
| 
| 
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In-Touch Electronics 





APPLICATION OPTIONS 


Complete activities 
one of three ways: 


Manual Glencoe 
Working Papers 







CHART OF ACCOUNTS 
In-Touch Electronics 







ASSETS REVENUE 































101 Cash in Bank 401 Sales or 
105 Accounts Receivable 405 Sales Discounts Peachtree for 
110 Merchandise Inventory 410 Sales Returns and Allowances Windows Software 
115 Supplies COST OF MERCHANDISE 
120 Prepaid Insurance 
150 Store Equipment 501 Purchases or 
155 Office Equipment 505 Transportation In 3 Glencoe 
510 Purchases Discounts Integrated 
ee 515 Purchases Returns and Accounting 
201 Accounts Payable Allowances Software 







205 Sales Tax Payable 











210 Employees’ Federal Income DIPENDE 
Tax Payable 605 Advertising Expense 
211 Employees' State Income 610 Bankcard Fees Expense 
Tax Payable 615 Miscellaneous Expense 
212 Social Security Tax Payable 620 Payroll Tax Expense 
213 Medicare Tax Payable 625 Rent Expense 
214 Federal Unemployment Tax 630 Salaries Expense 
Payable 635 Utilities Expense 






215 State Unemployment Tax 
Payable 


STOCKHOLDERS’ EQUITY 


301 Capital Stock 
302 Retained Earnings 
303 Income Summary 




























Accounts Receivable Accounts Payable 
Subsidiary Ledger Subsidiary Ledger 

LOR Sam Lorenzo COM Computer Systems Inc. 
MAR Marianne Martino DES Desktop Wholesalers 
MCC Mark McCormick HIT Hi-Tech Electronics Outlet 
SCO Sue Ellen Scott LAS — Laser & Ink-Jet Products 
TRO Tom Trout OFF Office Suppliers Inc. 
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Step-by-Step Instructions: 


1. 


11. 


12. 
13. 


14. 


15. 


546 


Select the problem set 
for In-Touch Electronics 
(MP-4). 


. Rename the company 


and set the system date. 


. Enter all of the sales on 


account using the 
Sales/Invoicing option. 


. Record and apply any 


sales returns. 


. Process all of the cash 


receipts using the 
Receipts option. 


. Enter the purchases on 


account using the 
Purchases/Receive 
Inventory option. 


. Record and apply any 


purchases returns. 


. Process all of the cash 


payments with the 
Payments option. 


. Use the General 


Journal Entry option to 
record the error 
discovered on May 26. 


. Record the employer's 


payroll taxes using the 
General Journal Entry 
option. 

Print the following 
reports: General Journal, 
Purchases Journal, Cash 
Disbursements Journal, 
Sales Journal, and Cash 
Receipts Journal. 

Proof your work. 

Print the following 
reports: General Ledger, 
Vendor Ledgers, and 
Customer Ledgers. 
Print a General Ledger 
Trial Balance. 

Answer the Analyze 
questions. 


. End the session. 


Mini Practice Set 4 


Business Transactions: In-Touch Electronics had the following transac- 
tions in the month of May. 





Sold $120.00 in merchandise plus 5% sales tax to Sam Lorenzo on 
account, Sales Slip 607. 


Received $126.00 from Tom Trout to apply on his account, 
Receipt 356. 


Issued Check 892 for $800.00 to Desktop Wholesalers in payment of 
our account balance. 


Issued Debit Memo 38 to Laser & Ink Jet Products for our return of 
$75.00 in merchandise. 


Wrote Check 893 for $1,200.00 to Computer Systems Inc. to apply on 
our account, 


Paid Hi-Tech Electronics Outlet $1,750.00 in full payment of our 
account balance by issuing Check 894. 

Issued Check 895 to Office Suppliers, Inc. for $770.00 in full payment 
of our account balance. 

Sold $90.00 in office equipment for cash to an employee, Bob Bell, 
Receipt 357. 

Purchased $1,200.00 in store equipment on account from Desktop 
Wholesalers, DW87, n/30. 

Received $210.00 from Mark McCormick to apply on his account, 
Receipt 358. 

Sue Ellen Scott sent us a check for $308.70 in payment of her $315.00 
account less a 2% discount, Receipt 359. 

Purchased $1,500.00 in merchandise on account from Hi-Tech 
Electronics Outlet, Invoice HT99, terms 2/10, n/30. 

Marianne Martino sent us a $94.50 check to apply on her account, 
Receipt 360. 

Sold $400.00 in merchandise plus 5% sales tax to Mark McCormick 
on account, Sales Slip 608, terms 2/10, n/30. 

Issued Check 896 for $1,200.00 to Desktop Wholesalers, in payment 
of our account. 

Sold $500.00 in merchandise to Sue Ellen Scott on account plus 5% 
sales tax, Sales Slip 609, terms 2/10, n/30. 

Mark McCormick returned merchandise purchased on account, 


$100.00, plus 5% sales tax, Credit Memo 55. 


Paid the annual insurance premium of $1,600.00 by issuing Check 
897 to Surfside Insurance Co. 


Discovered that Transportation In account should have been debited 
last month for $50.00 instead of the Purchases account. Recorded the 
correcting entry, Memorandum 26. 


Bought $1,400.00 in merchandise on account from Computer 
Systems, Inc., CS75, terms 2/10, n/30. 


Continued & 





In-Touch Electronics 








Date Transactions (cont.) 





Sold $200.00 in merchandise on account plus 5% sales tax to 
Marianne Martino, Sales Slip 610, terms 2/10, n/30. 


Purchased $150.00 in supplies on account from Office Suppliers Inc., 
Invoice 9489. 


Issued Check 898 tor $1,500.00 in payment for the monthly rent. 
Recorded cash sales of $1,200.00 plus 5% sales tax, Tape 22. 

Recorded bankcard sales of $900.00 plus 5% sales tax, Tape 22. 
Recorded bank service charge of $25.00 and bankcard fees of 
$100.00, May bank statement (record compound entry). 

Wrote Check 899 to pay the payroll of $2,500.00 (gross earnings) 

for the pay period ended May 31. The following amounts were 
withheld: employees’ federal income taxes, $400.00; employees’ state 
income taxes, $50.00; FICA taxes, $155.00 for social security and 
$36.25 for Medicare. 


Recorded the employer's payroll taxes tor the May 31 payroll: FICA 
tax rate, 6.2% for social security and 1.45% for Medicare; federal 
unemployment tax rate, 0.8%; and state unemployment tax rate, 
5.4%, 





Analyze: 


1. How much has Cash in Bank increased by throughout the month? 

2. What is the amount of the trial balance debit and credit columns on 
May 31? 

3. What is the amount debited to the Payroll Tax Expense account on 
May 31? 
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SMART GUIDE 


TIP: To save time entering 
transactions, group 
them by type and then 
enter the transactions in 
batches. 


TIP: Remember that you 
need to change the G/L 
Account in the Receipts 
window to enter a cash 
receipt for the sale of an 
asset (e.g., supplies, 
office equipment. 


TIP: Always verify the G/L 
Account field when you 
enter a purchases on 
account transaction. 
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Completing the 
* Accounting Cycle for 
» a Merchandising 
Corporation 









Learning Objectives 


Wh h leted thi O Î 
en you have completed this e 3A UE ANT TOT Ks 


chapter, you will be able to: 















> Journalize closing entries for a 
merchandising corporation. 


CLOSING THE BOOKS 

















If you've ever purchased a set of speakers for your stereo 
system, you've probably heard of Bose Corporation. Noted for 
high-performance audio equipment, Bose products are sold in 
retail stores and found in many luxury automobiles. You'll find Bose 
products in homes as well as in stadiums, arenas, computers, 
restaurants, public spaces, and even on the space shuttle. 

Bose Corporation was started in 1964 by Dr. Amar Bose, 

a professor at the Massachusetts Institute of Technology. Dr. Bose 
believes in using research and technology to create the best possible 
products. Research is expensive, and the company tracks costs 
through its accounting system. 

Making closing entries at the end of each fiscal period helps 
the company match the specific expenses of developing new 
loudspeakers or other equipment to a fiscal period and to the 
products developed. 


What do you think? 
If you worked for Bose Corporation, what accounts would 
you use to track the costs for a new line of home audio loudspeakers? 


> Post closing entries to the general 
ledger accounts. 






> Prepare a post-closing trial 
balance. 










> Describe the steps in the 
accounting cycle. 






















Bose 
Corporation 
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. Workplace Connections 
| Applying Your Accounting Kn 


You've nearly completed 
another accounting cycle—this time 
for a merchandising company. After 
the financial statements are prepared, closing 
entries are made to get the accounting records 
ready for the next fiscal period. You might think 
of closing entries as “wiping the slate clean” to 
make it ready for more entries. Closing entries 
for a merchandising business are similar to 
those you learned about for a service business. 
There are just more of them. 





\ 

( Pnvestigate: 

1. In your job, are there duties that you 
perform at the end of a night or week that 
“wipe the slate clean” or “close out” the 
day's activities? 

If you were preparing the closing entries for 


your workplace, what accounts do you 
imagine would be involved? 



























— ì 
What You'll Learn 


° What steps are followed 
to close the ledger. 

* What closing entries are 
required for a merchan- 
dising business orga- 
nized as a corporation. 

* What closing entry is 
required when a cor- 
poration reports a loss. 


Why It's Important 


Closing the ledger 
“cleans the slate” so that 
the next accounting cycle 
can begin. 


Financial 
Statements 

Like other privately 
owned companies, Bose 


does not publish its financial 
statements each year after 
closing its books. Only public 
companies whose stock is 
traded on a stock exchange 
are required to publish their 
operating results each year. 





Figure 20-1 


Closing Entries Needed 


for a Corporation 








In Chapter 10 you learned 
how to journalize and post the 
closing entries for a service busi- 






ness Operated as a sole propri- 





NEWMAN'S OWN 


16h = 474m 





etorship. In this chapter you will 
learn how to journalize and post 
the closing entries for a merchandising business organized as a corpora- 
tion. Whether a business is organized as a sole proprietorship or a cor- 
poration, and whether it is a service or merchandising business, the 
procedures for journalizing closing entries are the same. Because closing 
entries are important, the accountant for a business like Newman’s Own 
reviews them for accuracy and completeness. 

Closing entries transfer the balances of all the temporary accounts 
to a permanent account. After the closing entries are posted, all of the 
temporary accounts have zero balances. The general ledger is then ready 
for the next accounting period. Information needed to prepare the 


On Your Mark 


















Work 
For the Year Ended 
ACCT TRIAL BALANCE ADJUSTMENTS 
NO eee ey DEBIT CREDIT DEBIT CREDIT 
I I I I J I I I 
20 310 Income Summary | (4)3 (636/00 
21 401 Sales 32045000 
22 405 Sales Discounts 73000 
23 410 Sales Returns and Allowances 2 00000 
24 SOI] Purchases 206 70000 
25 505 Transportation In 403618 


| 
34000 

















26 S10 Purchases Discounts 1 

27 S15 Purchases Returns and Allow. 1 80000 

28 601 Advertising Expense 2\45000 

29 605 Bankcard Fees Expense 4|199\27 

30 630 Fed. Corporate Income Tax Exp. 9 84000 (d) 15500 

31 635 Insurance Expense ( |125|00 

32 650 Maintenance Expense 3)5 19125 

33 655 Miscellaneous Expense 34828 

34. 657 Payroll Tax Expense 382683 

35 660 Rent Expense 14 00000 | 

36 665 Salaries Expense 29 37460 | 

37 670 Supplies Expense | 

38 680 Utilities Expense 36487 

39 435|798) 79828 52600 
; hi i 

40 Net Income 

F 
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closing entries is found in the Income Statement section of the work sheet, 
which contains the balances of all the temporary accounts. 


Steps for Closing the Ledger 


In Chapter 10 you made four entries to close the temporary general 
ledger accounts of a sole proprietorship: 


. close the temporary accounts with credit balances to Income Summary 
. close the temporary accounts with debit balances to Income Summary 
. close the balance of Income Summary to capital 

. close the withdrawals account to capital 


a DO IN 


Only the first three closing entries are made to close the temporary 
accounts for a merchandising business organized as a corporation. Since a 
corporation does not have a withdrawals account, the fourth closing entry 


is not needed. NIE 
Sales 


Income Summary 





The portion of On Your Mark’s work = 
sheet in Figure 20-1 shows the account pe 


balances that are closed. Let's look Clos, 320,450.00 
closely at each closing entry. 


| 
| 
| 
| 
| 
} 


1. Close the accounts with balances in 


Bal. 320,450.00 


Purchases Discounts 


T 


| 
Credit Debit | 
+ | 


Credit 


Adj. 3,536.00 | Clos. 323,590.00 


Purchases Returns and Allowances 





the Credit column of the Income Debit 
Statement section of the work sheet 
(revenue and contra cost of mer- 

chandise accounts) to Income Summary. 


Clos. 1,340.00 


T 
| 
| 
| 
| 
| 
| 
| 
| 
I 
i 
| 
i 
Ì 


Athletic Wear 
Sheet 
December 31, 20-- 


ADJUSTED TRIAL BALANCE INCOME STATEMENT 


BALANCE SHEET 
























veel i CREDIT Li i CREDIT DEBIT CREDIT 
3.53600 
32045000 32045000 
73000 
2 00000 
206 70000 
403618 
134000 134000 26 
180000 | 1.80000 
245000 
419927 
9.99500 
12500 | LI | 31 
3519.25 32 
348 28 | 33 
382683 34 
1400000 35 
29137460 36 
3.71000 37 
2364187 2.36487 A 38 
435195328 4351953128 Ron 32359000 14503800 11236328 39 
rit] IT] 7 32/674|72 32|674|72 40 
32359000 32359000 14503800 14503800 41 
42 


Bal. 1,340.00 


Section 1 


Credit Debit Credit 
+ _ | + 
Clos. 1,800.00 Bal. 1,800.00 






1 Close temporary accounts with 
balances in the Income Statement 
Credit column to Income Summary. 


2 Close temporary accounts with 
balances in the Income Statement 
Debit column to Income Summary. 


3 Close Income Summary to Retained 
Earnings by the amount of the net 
income or loss. 


Figure 20-1 
Closing Entries Needed 
for a Corporation 


n 
n 
— 


Journalizing Closing Entries 

































































1 Key Points 


Closing Temporary 
Accounts with 
Credit Balances 

The sum of the 
balances in the Credit 
column of the Income 
Statement section of 
the work sheet, which 
includes revenue and 
contra cost of mer- 
chandise accounts, is 
the amount credited to 
Income Summary. 


METÀ 
_ GECCOUNTING 


a 


Regional 
Preferences 


When conducting 
business, the customer's 
regional tastes should be 
considered. For example, 
countries have different 
preferences in product 
packaging. Generally, 
French and Italians expect 
stylish and fashionable 
looks, while many Germans 
look for recyclable packs. 
Accountants who work 
with foreign clients should 
consider such factors 
when designing a letter- 
head, creating a portfolio, 
or choosing to use 
recycled paper. 





II 
I 
N 








GENERAL JOURNAL PAGE 23 
DATE DESCRIPTION Mo DEBIT CREDIT 
1 20-- Closing Entries 1 
2 Dec. 31 Sales 320\450)00 2 
3 Purchases Discounts 134000 3 
4 Purchases Returns and Allow. 180000 4 
5 Income Summary 323/590/00. 5 
6 6 


After this closing entry is journalized and posted, the Sales, Purchases 
Discounts, and Purchases Returns and Allowances accounts have zero 
balances. 

2. Close the accounts with balances in the Debit column of the Income 

Statement section ot the work sheet (contra revenue, cost of merchan- 

dise, and expense accounts) to Income Summary. 









































Income Summary Insurance Expense 
Debit Credit Debit Credit 
+ —_ 
Adj. 3,536.00 | Clos. 323,590.00 Bal. 125.00 | Clos. 125.00 
Clos, 287,379.28 
Sales Discounts Maintenance Expense 
Debit | Credit Debit Credit 
+ | - + = 
Bal. 730.00 | Clos. 730.00 Bal. 3,519.25 | Clos. 3,519.25 
Sales Returns and Allowances Miscellaneous Expense 
Debit Credit Debit Credit 
+ — + _ 
Bal. 2,000.00 | Clos. — 2,000.00 Bal. 348.28 | Clos. 348.28 
Purchases Payroll Tax Expense 
Debit | Credit Debit Credit 
+ = + — 
Bal. 206,700.00 | Clos. 206,700.00 Bal. 3,826.83 | Clos. 3,826.83 
| 
Iransportation In Rent Expense 
| 
Debit Credit Debit Credit 
+ + _ 
Bal. 4,036.18 | Clos. 4,036.18 Bal. = 14,000.00 | Clos. 14,000.00 
Advertising Expense Salaries Expense 
Debit Credit Debit Credit 
+ + - 
Bal. 2,450.00 | Clos. 2,450.00 Bal. 29,374.60 | Clos. 29,374.60 
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Bankcard Fees Expense Supplies Expense 





Debit Credit Debit Credit 
+ 4 | 
Bal. 4,199.27 | Clos. 4,199.27 Bal. 3,710.00 | Clos. 3,710.00 


Federal Corporate Income Tax Expense Utilities Expense 














Debit Credit Debit Credit 
+ + 
Bal. 9,995.00 | Clos. 9,995.00 Bal. 2,364.87 | Clos. 2,364.87 
GENERAL JOURNAL PAGE 25 
DATE DESCRIPTION i DEBIT CREDIT 
6 Dec. 31 Income Summary 287|3,79|28 6 
7|| Sales Discounts 730/00 7 
8 Sales Returns and Allow. 2000/00 8 
9 Purchases | 206,700 00 9 
10 Transportation In | 4036 18 10 
ti Advertising Expense 2/450/00 1 
12 Bankcard Fees Expense 4|199|27 12 
13 Fed. Corp. Inc. Tax Expense 919195 (00 13 
14 Insurance Expense 12500 14 
15 Maintenance Expense 3 |S11{9]25 15 
16 Miscellaneous Expense | 348/28 16 
17 Payroll Tax Expense 3826/83 17 
18 Rent Expense 14.000 00 18 
19 Salaries Expense 29374|60 19 
20 Supplies Expense 371000 20 
21 Utilities Expense 2|3.6:4|87 21 
22 22 


After this closing entry is journalized and posted, contra revenue, cost 
of merchandise, and expense accounts have zero balances. 

After the two preceding closing entries are journalized and posted, 
Income Summary has a credit balance of $32,674.72. 


$ 323,590.00 closing credit 

— 3,536.00 adjustment debit 
— 287,379.28 closing debit 

$ 32,674.72 credit balance 


3. Close Income Summary to Retained Earnings. 


Income Summary Retained Earnings 








Debit Credit Debit Credit 


— + 
Adj. 3,536.00 | Clos. 323,590.00 Bal. 19,771.19 
Clos. 287,379.28 Clos. 32,674.72 


Clos. 32,674.72 


After the entry to close Income Summary to Retained Earnings is jour- 
nalized and posted, Income Summary has a zero balance. The balance of Re- 
tained Earnings is increased to $52,445.91. 


Section 1 Journalizing Closing Entries 
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EL ashl ‘ ks | 





Pirati DA 


EARLY INVENTIONS 

Paper was probably 
invented by artisans in China 
by 100 sc. Used first for 
wrapping and clothing, 


paper was soon recognized 
as an Ideal writing and 
record-keeping material. 


Key Points 


Closing Temporary 
Accounts with 
Debit Balances 

The sum of the 
balances in the Debit 
column of the Income 
Statement section of 
the work sheet, which 
includes contra reve- 
nue, cost of merchan- 
dise, and expense 
accounts, is the 
amount debited to 
Income Summary. 


N 
N 
oo 




































































Entrepreneurs 


Entrepreneurs often try 
more than once to become 
successful. The owner of 
Laugh-O-Gram Corporation 
in Kansas City did so poorly 
that he filed for bankruptcy 
after two years. Not dis- 
couraged, the owner 
decided to try again. Walt 
Disney left Kansas City in 
1923 for Hollywood with all 
his belongings—one set of 
clothes and some drawings. 





A MATTER OF 


Handling Sales Returns 


Most retail stores give employees specific in- 
structions on how to process a sales return. For 


example, a cash refund can only be given if cash 
was paid. Imagine that you work for a large sport- 
ing goods store like The Sports Authority. Your 
friend, Martin, comes in to return a sweatshirt he 
purchased recently. You know he purchased the 
sweatshirt on sale, but he wants you to give him 
a full refund. 


GENERAL JOURNAL PAGE 23 
DATE DESCRIPTION do DEBIT CREDIT 
22. Dec. 31 Income Summary 32|6 714|72 22 
23 Retained Earnings | 32|674|72 23 
24 24 


Closing Entry to Transfer a Net Loss 


Sometimes businesses incur net Income Summary 





losses. For example, suppose the Income ; su 
i / : Debit Credit 
Summary account of a business after 
posting the first two entries closing the Adj. 3,612.00 | Clos. 63,790.00 
Clos. 65,178.00 
temporary accounts is as follows: 
Before it is closed, Income Summary 


has a debit balance of $5,000.00: 


$ 3,612.00 adjustment debit 
+ 65,178.00 closing debit 
— 63,790.00 closing credit 
$ 5,000.00 debit balance 
To close Income Summary, it is credited for $5,000. Retained Earnings 
is debited for $5,000. The earnings retained by the business are decreased 
by the amount of the net loss. This closing entry is recorded in the general 
journal as follows: 


GENERAL JOURNAL PAGE _ 
DATE DESCRIPTION ee DEBIT CREDIT 
1 Closing Entries | | | | 1 
22 Dec. 31 Retained Earnings 5000)00 22 
23 Income Summary 5|000|00. 23 
24 24 


ETHICS 


Ethical Decision Making: 

& What are the ethical issues? 
What are the alternatives? 
Who are the affected parties? 


How do the alternatives affect 
the parties? 


What would you do? 








N 
UN 
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Check Your Understanding 


Now that you have studied this section, complete the following questions and problems. 


Thinking Critically 











1. During the closing process, which account balances are credited to the Income Summary 


account? Which account balances are debited to the Income Summary account? 


2. When a business has a net loss, the Retained Earnings account is debited for the loss 


during the closing process. Explain why. 








Communicating Accounting 

As you are completing the closing entries for the fourth quarter, you realize that your 
company, Dynamic Sound, has a net loss. You know that your boss is not aware that the fourth 
quarter financial statements are so bleak. Practice an explanation to your boss of how the Income 


Summary and Retained Earnings accounts are affected by the loss. Select a partner from your 
class and ask him or her to critique your style of delivery and the accuracy of your explanation. 








by Closing Entries 
Store. 


General Ledger 

Accounts Receivable 

Bankcard Fees Expense 

Capital Stock 

Cash in Bank 

Equipment 

Fed. Corp. Income Tax Expense 
Fed. Corp. Income Tax Payable 
Income Summary 

Insurance Expense 
Merchandise Inventory 
Miscellaneous Expense 
Prepaid Insurance 


accounts have normal balances. 


Problem 20-1 Identifying Accounts Affected 


Instructions Use the form in your working papers to answer 
the following questions about each account. Assume that all 


(1) Is the account affected by a closing entry? 
(2) During closing, is the account debited or credited? 
(3) During closing, is Income Summary debited or credited? 


The following account names appear in the chart of accounts of Larkin’s Department 


Purchases 

Purchases Discounts 
Purchases Returns and Allowances 
Retained Earnings 

Sales 

Sales Discounts 

Sales Returns and Allowances 
Sales Tax Payable 

Supplies 

Supplies Expense 
Transportation In 

Utilities Expense 
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What You'll Learn 


| * Howto post closing 
entries. 

* Howto prepare a post- 
closing trial balance. 

* The accounting cycle 
for a merchandising 
business. 


Why It’s Important 


To prepare the general 
ledger for the next period, 
you need to transfer the 
temporary account balances 
to the permanent Retained 
Earnings account. 





__ Key Points 
Posting to the 


General Ledger 
Use a systematic 





procedure when 
posting. Begin with the 
date of the transaction. 
Continue posting by 
moving from the left 
of the account to the 
right. Remember to 
enter the account 
number in the Posting 
Reference column of 
the journal after you 
posta transaction to 


the leer, 





HI 
DI 
oN 
di 


ipter 20 





SECTION 2 


After closing entries are recorded 
in the general journal, they are posted 


to the general ledger. 


Closing the 
General Ledger 


Figure 20-2 shows the portion ot 
On Your Mark’s general ledger affected 
by the closing process after the closing 
entries have been posted. For each 
posting the term “Closing Entry” is 
written in the Description column of 


the general ledger account. 


ACCOUNT Ketained Earnings 


n POST CO 
DATE DESCRIPTION REF DEBIT CREDIT 
20-- | 
Dec. 1 Balance Vv 
31 Clos. Ent. G23 | 32|6 7 4) 72 
ACCOUNT Income Summary 
Le # POST 
DATE DESCRIPTION ‘REF DEBIT CREDIT 
| 
20-- 
Dec. 31 Adj. Ent G22 353600 
31 Clos. Ent. G23 323)}5 90) 00 
31 Clos. Ent. G23 287\3 79) 28 
31 Clos. Ent. G23. 32|674\72 
| 
| 
ACCOUNT. Sales 
pate pescRiIPTION POS! DEBIT CREDIT 
20-- | | 
Dec. 1 Balance v 
31 $12 10,750 00 
31 CR13 | 970000 
31 Clos. Ent. G23 32045 0|00 


I 


Posting Closing Entries 


3 
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ACCOUNT NO. 


BALANCE 
DEBIT 


CREDIT 
19\77,1|19 
5S2\445|91 


ACCOUNT NO. 3/0 


BALANCE 


DEBIT CREDIT 


536 00 
320)0 5 4\00 
32\674|72 


ACCOUNT NO. _#01 


BALANCE 
DEBIT 


CREDIT 





300\000\00 
310.7 5 000 
320,4 5 000 


Figure 20-2 Partial General Ledger at the End of the Period 


Completing the Accounting Cycle for a Merchandising Corporation 


ACCOUNT Sales Discounts 


ACCOUNT NO. #05 





POST BALANCE 
DATE DESCRIPTION ‘REF DEBIT CREDIT DERE Tao 
20- {_| 
| Dec. 1. Balance v 7 00\00 
|31| CR13 30.00 {| 00 
(31 Clos. Ent. G23 730,00 


ACCOUNT Sales Returns and Allowances 








ACCOUNT NO. #10 















BALANCE 
DATE DESCRIPTION e DEBIT CREDIT DEBIT CREDIT 
{| 20-- | 
Dec. 1 Balance. v | 185000 
| | 4 G20 15000 | | 2000/00 
| 31 Clos. Ent. G23 200000 
ACCOUNT Purchases a ACCOUNT NO, 5?! 
| BALANCE 
DATE DESCRIPTION Pol DEBIT CREDIT DEBIT CREDIT 
(20- || 
Dec. 1 Balance. v 190. 0.00.00 
19 CP14. 1.30000 191 30000 
31 P12. 1540000 |_| 206 700.00 
31 Clos. Ent. G23 206 700.00 
ACCOUNT /fansportation In eee ACCOUNT NO, 505 _ 
BALANCE 
DATE DESCRIPTION e DEBIT CREDIT DEBIT CREDIT 
|| 20-- 
| Dec. 1 Balance v 
24 CP 14 275100 i | 
31 Clos. Ent. G23 4036 18 
ACCOUNT Purchases Discounts ACCOUNT NO. 5/0 | 
BALANCE 
DATE DESCRIPTION FOSÌ DEBIT CREDIT DEBIT CREDIT 
20 
Dec. 1 Balance v | 
31 CP14 14000 


31 Clos. Ent. G23. 1|3.4.0|00 


ACCOUNT Purchases Returns and Allowances 


DATE DESCRIPTION POS i 
20-- 
Dec. 1 Balance v 
16 G21 


DEBIT 


31 Clos.Ent. G23 11800\00 


Figure 20-2 Partial General Ledger at the End of the Period (continued) 








_ ACCOUNT NO. _S15 


BALANCE 
eee DEBIT CREDIT 

| 1600 00 
200,00 1180000 


Section 2 


Posting Closing Entries 


DOT 












































ACCOUNT Advertising Expense 








ACCOUNT NO, 601 








5 no POST BALANCE 
DATE DESCRIPTION REF DEBIT CREDIT DEBIT CREDIT 
20 | 
Dec. 1 Balance v 2\450\00 
31 Clos. Ent. G23 2\450\00 
| 
ACCOUNT Bankcard Fees Expense ACCOUNT NO. ©05 
BALANCE 
DATE DESCRIPTION FAST DEBIT CREDIT dì De 
20- | 
Dec. 1 Balance v | 412427 
31 CP14 | 75\00 4|199\27 
31 Clos. Ent. G23 | 4|199|27 | 
| 
ACCOUNT Federal Corporate Income Tax Expense ACCOUNT NO. 630 
BALANCE 
DATE Description FOS? DEBIT CREDIT = presen 
20% | 
Dec. 1 Balance 4 | 9.84000 
31 Adj. Ent. G22 |15.5|00 9|9 9 5|00 
31 Clos. Ent. G23 | 9199 5/00 
| | 
| 
ACCOUNT. /Hsurance Expense ACCOUNT NO. 035 
. POST BALANCE 
DATE DESCRIPTION REF DEBIT CREDIT DEBIT CREDIT 
20-- | 
Dec. 31 Adj. Ent. G22 12 5\00 1\2\5|00 
31 Clos. Ent. G23 125|00 
| 
ACCOUNT Maintenance Expense ACCOUNT NO. 050 
BALANCE 
DATE pescRIPTION FRS DEBIT CREDIT = aes 
20-- | 
Dec. 1 Balance v | 3|51|9|25 
31 Clos. Ent. G23 | 3|5|1|9|25 
ACCOUNT Miscellaneous Expense ACCOUNT NO. 055 
BALANCE 
DATE DESCRIPTION ‘ae DEBIT CREDIT DEBIT CREDIT 
20-- | 
Dec. 1 Balance v | 
31 CP14 20/00 | 
31 Clos. Ent. G23 348|28 


Figure 20-2 Partial General Ledger at the End of the F 
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iscal Period (continued) 


for a Merchandising Corporation 





ACCOUNT Payroll Tax Expense 


ACCOUNT NO. 057 













SCRIPTION POST DEBIT CREDIT ee 
GATE. I RESCRAFMORI (RES DEBIT CREDIT - 
Using the SUM 
20= : 
nction 
Dec.| 1| Balance | Y 31826 83 Func | 
31 Clos. Ent. G23 3|826|83 When adding a long 
column of numbers in a 
spreadsheet, use the SUM 
ACCOUNT Rent Expense ACCOUNT NO. 060 function. 
si aio For example: 
DATE DESCRIPTION REF DEBIT CREDIT DEBIT CREDIT . If you want to add 
| 20-- | numbers in cells Al to A20, 
| Dec. 1 Balance J 12 000 00 ¢ enter the formula 
31 CP14 2.000 00 | 14.000 00 @SUM(AI. .A20) in cell A21. 
31 Clos. Ent. G23 14.000 00 
ACCOUNT S#laries Expense ACCOUNT NO. ©65 _ 
BALANCE 
DATE DESCRIPTION orl DEBIT CREDIT DEBIT CREDIT 
20-- 
Dec. 1 Balance Vv 25137 4160 
si CP14. 4.00000 293 7 4\60 
31 Clos. Ent. G23 29137 4/60 
ACCOUNT Supplies Expense _ oe x ACCOUNT NO. 070 
BALANCE 
DATE DESCRIPTION o; DEBIT CREDIT DEBIT CREDIT 
20-- 
Dec. 31 Adj. Ent. G22. 3\710\00 3|7110|00 
31 Clos. Ent. G23 3.71000 
AccOUNT Utilities Expense ee ~ ACCOUNT NO. 680 _ 
BALANCE 
DATE DESCRIPTION fee DEBIT CREDIT DEBIT CREDIT 
20-- 
Dec. 1 Balance v 2136 4\87 
31 Clos. Ent. G23 2|3 6 .4|87 


Figure 20-2 Partial General Ledger at the End of the Fiscal Period (continued) 


Preparing a Post-Closing Trial Balance 


A post-closing trial balance is prepared at the end of the accounting 
period to prove that the general ledger accounts are in balance after all 
adjusting and closing entries are posted. Figure 20-3 shows the post-closing 


trial balance for On Your Mark. 
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Key Points 


Post-Closing 
Trial Balance 

The same account 
balances appear on 
both the post-closing 
trial balance and the 
balance sheet. 





CONNECT TO... 
HISTORY 


In response to the 
American stock market crash 
and the Great Depression, 
President Franklin Delano 
Roosevelt created the 


Securities and Exchange 
Commission in 1934. It 
regulates and supervises 
the sale of securities and 
the brokers, dealers, and 
bankers who sell them—to 
prevent stock market fraud. 








On Your Mark Athletic Wear 
Post-Closing Trial Balance 
December 31, 20-- 








Cash in Bank 15|1/7.19100 
Accounts Receivable 10|\404|00 


Merchandise Inventory 81)38 5/00 
Supplies 1|8 39/00 
Prepaid Insurance 1{3)75|00 
Delivery Equipment 19\83 100 
Office Equipment 9|8 2 5|00 
Store Equipment 520000 


Accounts Payable 13\8 50,00 
Fed. Corp. Income Tax Payable 
Employees’ Fed. Income Tax Payable 
Employees’ State Income Tax Payable 
Social Security Tax Payable 

Medicare Tax Payable 

Fed. Unemployment Tax Payable 
State Unemployment Tax Payable 
Sales Tax Payable 





Capital Stock 75,000 00 
Retained Earnings | 52 
Totals 5 03 800 145 





Figure 20-3 Post-Closing Trial Balance 


The Accounting Cycle for a 
Merchandising Business 


You have completed the study of the accounting cycle for a merchan- 


dising business organized as a corporation, which consists of the following 


steps: 


N Dn WN = 


8. 
di 
10. 


. Collect and verify source documents. 

. Analyze each business transaction. 

. Journalize each transaction. 

. Post to the general and subsidiary ledgers. 

. Prepare a trial balance. 

. Complete a work sheet. 

. Prepare the financial statements—income statement, statement of 


retained earnings, and balance sheet. 


Journalize and post the adjusting entries. 
Journalize and post the closing entries. 


Prepare a post-closing trial balance. 


The accounting cycle for other types of businesses, such as a service 


business, would follow the same steps. Also, regardless of how a business 


is organized—sole proprietorship, partnership, or corporation—the basic 


steps of the accounting cycle are the same. Figure 20-4 illustrates the 


accounting cycle. 
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Analyze each Journalize 
i transaction each transaction  POSt to the 
Collect and verify NI: general and 
_ACLOUN GENERAL 
source documents oes | meme rar subsidiary ledgers 
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DEBIT | CREDIT LEDGER 
+ 














TRIAL 
BALANCE 


no We = 
TRIAL BALANCE | I “n 

















GENERAL 
JOURNAL 














WORK SHEET Prepare a 
trial balance 







GENERAL 
JOURNAL 








INCOME 
STATEMENT 


































Prepare d STATEMENT OF 
post-closing RETAINED EARNINGS 
à LEDGER 

e" BALANCE 

trial balance TTT] SHEET Prepare a 

work sheet 
Journalize and luisa Figure 20-4 
post the closing = tthe adjusting  Prepare financial The Accounting 
entries Poy J 8 statements Cvcle 
entries AUG 








The accounting system used, whether manual or computerized, does not 
affect the steps in the accounting cycle. In a computerized accounting sys- 
tem, however, many of the routine procedures, such as posting, are 
performed by the computer. 


ANALYZING FINANCIAL REPORTS 
Classifying the Balance Sheet—Assets and Liabilities 


To classify a balance sheet, accounts are grouped into related categories. For example, assets are divided into 
these categories: Current assets (to be converted to cash or used within the next fiscal period); investments (assets 
not to be converted to cash in the next period and not used in business operations); property, plant, and equipment 
(physical assets used in business operations); and other assets (such as trademarks, copyrights, patents). 

Liabilities are divided into current liabilities (to be paid within the next fiscal period) and long-term liabilities 
(debts that will not be paid fully within the next fiscal period), such as long-term notes payable or mortgages. 

One use of the classified balance sheet is to evaluate the company’s liquidity, which is its ability to pay its 
debts. Two measures of liquidity are the current ratio and the quick ratio. To review, here are the formulas: 





Current Ratio 
Current Assets $123,220 _ 


ae ca 2.21 or 2.21:1 
Current Liabilities $55,765 

Quick Ratio 
Cash and Receivables $65,230 LIT: 


Current Liabilities $55,765 
> _Analyze the Report: 


_ Use the Ben & Jerry’s balance sheet on page 803 to answer these questions: 
1. Calculate the current and quick ratios. 
2. Explain Ben & Jerry’s liquidity position based on these ratios. 
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SECTION 2 Check Your Understanding | 








Thinking Critically 


1. After all closing journal entries are posted, what is the balance of the temporary accounts? 





2. Describe a systematic procedure for posting. 





Analyzing Accounting 


Can you identify which general ledger accounts are closed at the end of the accounting 





period? Examine the list of accounts below. On a separate sheet of paper, list the accounts 
that are closed. Group your lists by account classification. 


Rent Expense Insurance Expense 
Delivery Equipment Sales 


Cash in Bank 








Sales Discounts 
Purchases Notes Payable 


[Transportation In Retained Earnings 





Salaries Expense 


Problem 20-2 Analyzing a Source 


Document 
Instructions Review the da pack inc. 
29000 White Road 


source document and prepare 
Cold Springs, TX 77282-4513 





MEMORANDUM 
No. 42 


the journal entry to record this 


transaction in your working TO Robert Chan, Chief Accountant 
- Y B; k ack Inc. us FROM James Perkins, President 
papers. Your Backpack Inc. uses DATE July 12, 20-- 


a cash payments journal to SUBJECT: New Storage Facility Rent 


record disbursements. Would you please make a check out to Warehouse Inc. for $750. The check 


is for the new storage facility we are renting. Please mail the check to: 


Mr. James Skiller, Controller 
Warehouse Inc 


7576 County Line Highway 
Crossplains, TX 77361-8411 





Problem 20-3 Organizing the Steps in the 
Accounting Cycle 
Instructions List the following steps of the accounting cycle in their proper order. Use 


the form provided in your working papers or a separate sheet of paper. 


\nalyzing business transactions 

Collecting and verifying source documents 
Completing the work sheet 

Journalizing business transactions 





Journalizing and posting adjusting entries 


Journalizing and posting closing entries 
Posting journal entries to ledgers 
Preparing financial statements 
Preparing a post-closing trial balance 
Preparing a trial balance 
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CHAPTER 20 SUMMARY 











KEY CONCEPTS 


Closing entries are made to transfer the balances of the temporary accounts to the permanent 
Retained Earnings account. 

The information for journalizing closing entries is taken from the Income Statement section of 
the work sheet. 

Four entries are made to close the temporary general ledger accounts of a sole proprietorship: 

e close the temporary accounts with credit balances to Income Summary 

e close the temporary accounts with debit balances to Income Summary 

e close the balance of Income Summary to capital 

e close the withdrawals account to capital 


The first closing entry: 

Debit: All temporary accounts with credit balances 
Credit: Income Summary 

The second closing entry: 

Debit: Income Summary 


Credit: All temporary accounts with debit balances 


The third closing entry: 
Close the balance of Income Summary to the Retained Earnings account. 


Net Income Net Loss 
Debit: Income Summary Debit: Retained Earnings 
Credit: Retained Earnings Credit: Income Summary 


After posting the closing entries, prepare a post-closing trial balance. The post-closing trial 
balance contains only Balance Sheet (permanent) accounts. 

The temporary accounts are ready for the next accounting period after the closing entries 
are posted. 

The Accounting Cycle Analyze each Journalize 


Post to the 
Collect and verify transaction each transaction 
ACCOUNT 


general and 
source documents 
DEBIT | CREDIT 


subsidiary ledgers 
INVOICE ACCOUNT 


DEBIT [CREDIT 
SS +-+ | 
) 





GENERAL 
JOURNAL 













RECEIPT 


LEDGER 
















MEMORANDUM 





TRIAL 
BALANCE 











POST-CLOSING 
TRIAL BALANCE 








































































































































































































GENERAL 5 WORK SHEET 
JOURNAL 0 
GENERAL INCOME Prepare 9 
5 JOURNAL STATEMENT trial balance 
repare a STATEMENT OF 
post-closing LEDGER RETAINED EARNINGS 
trial balance aio BALANCE 
SHEET Prepare a 
| work sheet 
Journalize and i | d 
ournalize an ‘ 
post the closing ost the adjusting PrePare financial 
entries P ) 8 statements 
entries 
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l'he following key terms were introduced in Chapter 10. 


Let’s review the terms as they relate to a merchandising 
corporation such as Bose Corporation. What differences 
exist between the closing entries for a sole proprietorship 
and the closing entries for a merchandising corporation? Use 


the following terms in your explanation. 


closing entries temporary accounts 
permanent accounts 
















Understanding Accounting 
Concepts and Procedures 


Instructions 

On a separate sheet of paper, answer the following questions: 

What is the purpose of closing entries? 

Where can you find the information needed to prepare the closing entries? 
Explain the closing entries for a business organized as a corporation. 

Why is Retained Earnings credited when the business earns a profit? 

Why is Retained Earnings debited when the business has a net loss? 


Which type of general ledger accounts appear on the post-closing trial balance? On which 
financial statement do these accounts appear? 


Does the Income Summary account appear on the post-closing trial balance? Why or 
why not? 


Name the ten steps in the accounting cycle. 


When using a computerized accounting system, which tasks in the accounting cycle are 
performed automatically? 
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Case Study... 


Merchandising Business: 
Department Store 
Pearl's is a department store chain located through- 
out the southeastern United States. It is known for 
trendy women’s wear and elegant home furnishings. 
You work in the accounting department in the 
Fort Lauderdale location. Your manager asks you to 
review the work completed by an accounting intern. 
The intern prepared financial statements and com- 
pleted the closing process. When looking at the post- 
closing trial balance, the manager noticed that some 
of the temporary accounts still have balances. 


Thinking Critically: 

1. How would you determine which accounts should 
have zero balances after closing? 

2. How would you determine which accounts are 
closed and which are not? 

3. What would you say to the intern to explain why 
temporary accounts have zero balances after closing? 

4. What human-relations skills might you use in 
your explanation to the intern? 


Conducting an Audit with Alex 


Mr. Raheev Singh’s accountant made the following 
closing entry. 


GENERAL JOURNAL pace 45 


POST 


DATE DESCRIPTION REF CREDIT 


1 20-- | 
2 Dec. 31 Income Summary 17000\00 | 
8 00000 
3200/00 
| 
230000 5 
350000 6 


3 Purchases Discounts 
Purchases Ret. and Allow. 
Sales Discounts 
Sales Returns and Allow. 


7 


Instructions Review the closing entry. Ona 


separate sheet of paper, prepare the closing entries 
that the accountant should have made. 





inter NET 


CONNECTION 


Financial Accounting 
Standards Board 


The Financial Accounting 
Standards Board (FASB) serves an 
important role in determining how 
financial information is reported to 
owners and managers and to 
stockholders. 

Do This: 

. Locate the FASB Web site to 
learn more about the FASB’s 
work. 

. What is the mission of the FASB? 
3. When was the FASB established? 
. List at least three ways the FASB 
works to achieve its mission. 

5. Can an accountant serve on the 

FASB and continue to work as a 

practicing accountant? 


Workplace Skills 


Maintaining and Troubleshooting 
Technologies 

Maintaining and troubleshooting technolog- 
ical equipment is the job of a computer techni- 
cian. It is also the responsibility of every person 
who owns or operates Computer equipment. To 
be competent with technology, you should be 
able to detect problems, generate solutions, and 
know when to get assistance. 


On the Job: 

In the accounting department of KidsWear 
Inc., you are responsible for processing the 
closing entries. This morning you are having 
problems with the printer—you are not getting 
printouts of the ledgers or journals. 

Thinking Critically: 

What steps do you need to take to trouble- 
shoot this problem? Write down each step and 
prioritize your list. In one column indicate whom 
you should call if you can’t resolve the problem 
after each step is completed. 
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Closing the Fiscal Year 
Making the Transition from a Manual to a Computerized System 


In a Manual System In a Computerized System 


1. Journalize the entry to close the 

















Closing a fiscal year 1. Closing the fiscal year is only per- 
formed if you want to clear income 
and expense accounts at the end of 
the fiscal year. 

2. If you have selected the closing 
option, closing entries are 


journalized for you. 













revenue, expense, Income Summary, 
and Withdrawals accounts. 
. Post the closing entries. 






















Post-closing trial 
balance 


. After the closing entries have been 
posted to the ledger, prepare a trial 
balance to verify the equality of 
debits and credits. 


. A post-closing trial balance can be 
printed to verify that all revenue and 
expense accounts have been closed. 


N 


. All expense and revenue accounts 
should have zero balances. 


Closing the Accounting Period in PEACHTREE 


Peachtree Question Description 


What is the difference between . Typically you will change an accounting period when moving from 
changing an accounting period one month to another. 
and closing a fiscal year? . You will close a fiscal year at the end of a calendar or fiscal year. 


What tasks should I perform . Post and print all journal entries before you close the fiscal year. 
before closing a fiscal year? . Back up all files before closing. Closing the fiscal year cannot be 
reversed. 


How do I close the fiscal year? . From the Tasks menu, select System. 
2. Choose Close Fiscal Year. 
3. You will be prompted if any procedures need to be completed before 
the system continues the closing process. 


What does the software do . Peachtree detects any unposted entries and reminds you to print 
“behind the scenes?” reports. 
. Peachtree reminds you to back up your files before closing. 
. When you close the fiscal period, the software will create closing 
entries and post them. All income and expense account balances will 
be transferred to the Retained Earnings account. 
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Problem 20-4 Journalizing 
Closing Entries 
The following amounts appeared in the 


Income Statement section of Sunset Surtwear's 
work sheet. 










Instructions In your working 
papers, record the closing entries 
for the year ended December 
31. Start with general journal 
page 13. 





INCOME STATEMENT 
DEBIT CREDIT 


I I I 


Income Summary 700000 
Sales 90 00000 





Pool ACCOUNT NAME 
13 310 
14 401 
15 405 
16 410 
17 SOI 
18 SOS 
19 S10 
20 515 
21 625 
22 635 
23 650 
24 655 
25 665 
26 675 


00000 
40000 
Purchases 00000 
Transportation In 3 00000 
Purchases Discounts 


Sales Discounts 
Sales Returns and Allowances 


bo 
mA doo» 


50000 


Purchases Returns and Allowances 1 50000 


n 
N 
eS) 
Ni 
re 
x 
Sì 


Federal Corporate Income Tax Exp. 
Insurance Expense 





Miscellaneous Expense 
Rent Expense 

Supplies Expense 
Utilities Expense 








28 Net Income 
29 9900000 


99 








Analyze: What is the effect of the closing entries on the Retained 
Earnings account? 


Chapter 20 


Complete chapter 


Pp 


roblems one of four 


ways: 


Manual Working 
Papers in your 


—— Glencoe Workbook 
or 


Peachtree for 
Windows 


—— Software 


or 


Glencoe 
Integrated 


—— Accounting 


Software 

(Refer to software 
instructions) 
(Problem 20-7) 


or 


Spreadsheet 
Templates 
(Problem 20-7) 


UI PEACHTREE 


SMART GUIDE 





Step-by-Step Instructions: 
Problem 20-4 


1. 


Select the problem set 
for Sunset Surfwear 
(Prob. 20-4). 


. Rename the company 


and set the system date. 


. Choose System from the 


Tasks menu and then 
select Close Fiscal Year 
to close the fiscal year. 


. Print a Post-Closing Trial 


Balance. 


. Answer the Analyze 


question. 


. End the session. 
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Closing Entries 

Step-by-Step Instructions: ar ; 

Problem 20-5 Phe following account 

1. Select the problem set balances appeared in the Income 
for Shutterbug Cameras Statement section of the work 
(Prob. 20-5). 

2. Rename the company 
and set the system date. A sips 

3. Close the fiscal year. Instructions 

4. Print a Post-Closing Trial (1) Journalize the closing entries 


5 si Hoa for the year ended December 
. Answer the Analyze / i 
question. : 31. Start with page 14 of a 


sheet of Shutterbug Cameras. 



















6. End the session. general journal (in your working papers). 
TIP: Choose the General (2) Post the closing entries to the general ledger accounts, 
Ledger Trial Balance report 
whenever you are instructed 
to print a Post-Closing Trial 
Balance. 


which are included in your working papers. 


ACCT INCOME STATEMENT 
NO ACCOUNT NAME 

DEBIT CREDIT 

I I I I 


20 310 Income Summary 000,00 
21 401 Sales 15000000 
22 410 Sales Returns and Allowances s00000 
23 SOI Purchases 9000000 
24 SOS Transportation In 5S O0OOO0O00 
25 S10 Purchases Discounts 


x 


Dì 


00000 
5s0000 





Ln 


26 51S Purchases Returns and Allowances 


x 


27 620 Federal Corporate Income Tax Exp. 70000 
28 645 Miscellaneous Expense 30000 
00000 
63000 
00000 


lor 
LS 


29 650. Rent Expense 


Pu 


30 660 Supplies Expense 
31 670 Utilities Expense 3 





33 Net Income 





SOO 


00 15250000 








Analyze: What would happen if the accountant for Shutterbug Cameras 


made a mistake and did not close the Transportation In account? 






Problem 20-6 Identifying Accounts for 
Closing Entries 
The following accounts are those used by Cycle Tech Bicycles. All of the 


accounts have nonzero balances. 





(etto MST 20 Prozuems 


| 

|| = 

II A 

LE Problem 20-5 Journalizing and Posting 
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General Ledger 
101 Cash in Bank 


650 Miscellaneous Expense 
125 Merchandise Inventory 
665 Supplies Expense 

215 Sales Tax Payable 

50S Transportation In 

305 Retained Earnings 

401 Sales 

405 Sales Discounts 

310 Income Summary 

501 Purchases 

515 Purchases Returns and Allowances 

601 Advertising Expense 

625 Federal Corporate Income Tax Expense 
657 Rent Expense 

135 Prepaid Insurance 


Instructions In your working papers, list all the account numbers and 


names for accounts that will be debited when closed. Next, list all the 


account numbers and names for accounts that will be credited when closed. 


Analyze: Did you list all of the accounts? If not, why? 


\ Sereadshex: Problem 20-7 Completing 


ROBLEM . e _o4° 
End-of-Period Activities 

The general ledger accounts for River’s Edge Canoe & Kayak as of 
December 31, the end of the period, appear in the working papers. 
Instructions In your working papers: 


(1) Prepare a trial balance on a ten-column work sheet. 
(2) Complete the work sheet. Use the following adjustment information. 


Merchandise inventory, December 31 $20,000 
Supplies inventory, December 31 900 
Unexpired insurance, December 31 1,800 


Total federal corporate income taxes for the year 2,965 

(3) Prepare an income statement from the work sheet information. 

(4) Prepare a statement of retained earnings. 

(5) Prepare a balance sheet. 

(6) Journalize and post the adjusting entries. Begin on general journal 
page 14. 

(7) Journalize and post the closing entries. 

(8) Prepare a post-closing trial balance. 


Analyze: Did the company make a profit for the year? 


PROBLEMS 





J PEACHTREE 


SMART GUIDE 





Step-by-Step Instructions: 
Problem 20-6 


1. Select the problem set 
for Cycle Tech Bicycles 
(Prob. 20-6). 

2. Rename the company 
and set the system date. 

3. Print a Chart of Accounts 
report. 

4. List the accounts that will 
be debited and those 
that will be credited 
when closed. 

5. Answer the Analyze 
question. 

6. End the session. 





owe 


1 
2 


‘ a) a1 33 
SMART GUIDE 


Step-by-Step Instructions: 
Problem 20-7 


1. Select the spreadsheet 
template for Problem 
20-7. 

2. Enter your name and 
the date in the spaces 
provided on the 
template. 

3. Complete the spread- 
sheet using the 
instructions in your 
working papers. 

4. Print the spreadsheet 
and proof your work. 

5. Save your work and exit 
the spreadsheet program. 
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Step-by-Step Instructions: 
Problem 20-8 


Select the problem set 
for Buzz Newsstand 
(Prob. 20-8). 


. Rename the company 


and set the system date. 


. Print a Working Trial 


Balance to help you 


prepare the adjustments. 
. Record the adjustments 


using the General 
Journal Entry option. 


. Print a General Journal 


report and proof your 
work. 


. Answer the Analyze 


question. 


. Close the fiscal year. 
. Print a Post-Closing Trial 


Balance. 


. End the session. 


TIP: Peachtree automati- 
cally updates the general 
ledger accounts when you 
close the fiscal year. 
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Problem 20-8 Preparing Adjusting and 
Closing Entries 





In the middle of the end-of-period 
activities, the accountant for Buzz Newsstand 
was called away because of an illness in the 
family. Before leaving, the accountant prepared 
the work sheet and the financial statements. 
However, the business manager can only locate 
a trial balance (before adjustments) and the 


income statement. 


Instructions In your working papers: 
(1) Journalize the adjusting and closing entries 





on page 16 of the general journal. 
(2) Using the information provided, prepare a 


post-closing trial balance. 


Buzz Newsstand 
Trial Balance, Before Adjustments 
December 31, 20-- 
















101. Cash in Bank 12|03/5[00 
115. Accounts Receivable 6 106.00 
150. Merchandise Inventory 64,800)00 
155. Supplies 3|9 16|00 
140 Prepaid Insurance 5 400 00 


145. Delivery Truck 46 106,00 
201. Accounts Payable 00 
204. Fed. Corp. Income Tax Pay. 
215. Sales Tax Payable 

301. Capital Stock 

305. Retained Earnings 


310. Income Summary 


00 
00 
00 


401. Sales 299 » OO 
410 Sales Returns and Allowances 9500/00 
SO] Purchases 168 624.00 
505. Transportation In 8|23 6|00 


NS 


950,00 
108 00 


510. Purchases Discounts 


N 


515. Purchases Returns and Allowances 
601 Advertising Expense 4,000.00 
625 Fed. Corp. Income Tax Expense 12,500.00 
635 Insurance Expense 

650 Miscellaneous Expense 600 
660. Salaries Expense 





665 Supplies Expense 
675 Utilities Expense 
Totals 





00 








Problems 


HS aN 





Buzz Newsstand 
Income Statement 
For the Year Ended December 31, 20-- 

























Revenue: 
Sales 299|15 6100 
Less: Sales Ret. and Allow. 950000 
Net Sales 


| Cost of Merch. Sold: 
Merch. Inv., Jan 1, 20-- 
Purchases 
Plus: Transportation In 
Cost of Del. Merch. 
Less: Purch. Discounts 
Purch. Ret. and Allow. 
Net Purchases 
Cost of Merch. Avail. 
Merch. Inv., Dec. 31, 20-- 
| Cost of Merch. Sold 
Gross Profit on Sales 
| Operating Expenses: 
Advertising Expense 
Insurance Expense 
Miscellaneous Expense 
Salaries Expense 
Supplies Expense 
Utilities Expense 
Total Oper. Expenses 
Operating Income 
Less: Fed. Inc. Tax Exp. 
Net Income 





176 860.00 






950.00 
108 00 








5.058 00 








171/80 2/00 
236 








Analyze: What was the impact of adjusting 
entries on net income? 
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Publicly Held 
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Learning Objectives 
es n Exploring the Real World of Business 


chapter, you will be able to: 
















> Describe the characteristics of the 
corporate form of business 
organization. 


EVALUATING CORPORATE STOCK 












Computer technologies affect almost everything we do today— 
from banking to pumping gas at your local Shell station. Small 
business owners advertise on the Internet. Database technologies 
bring stock quotes, weather reports, and airline reservations to our 
fingertips. One of the biggest companies involved in this technology 
revolution is Microsoft. 

Microsoft was started in 1975 by Bill Gates and Paul Allen, based 
on a belief that every business and home would one day have a 
personal computer. Rather than building the computer itself, they 
decided to focus on the software that would run the computer. 
Microsoft's Windows operating systems and computer applications 
are used in millions of personal computers today. Microsoft products 
are available in 38 languages and are sold in more than 56 countries. 

As a public corporation, Microsoft's stock is traded on the 
National Association of Securities Dealers Automated Quotations 
(NASDAQ). Investors who are interested in buying stock can review 
the company’s financial statements to analyze earnings and 
dividends paid to preferred stockholders over a period of years. 


What do you think? 
If you were considering buying stock in Microsoft, what 
financial information would you want to know about the company? 


> Prepare journal entries to record 
the issue of stock to investors. 



























Prepare journal entries to record 
the distribution of earnings to 
owners. 












> Prepare financial statements for 
publicly held corporations. 


> Define the accounting terms 
introduced in this chapter. 


A 
> 


A 

































a 






Microsoft 
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Many people look at a 
corporation’s financial reports. 





Some analyze the reports to decide i 
whether to buy stock in the company. Others 
analyze the reports to decide whether to loan 
money to the company. Still others analyze the 
reports to plan for the future including staffing, 
purchasing, and budget plans. In this chapter, 
you'll learn how to analyze financial statements 
using ratios and comparisons. 





lf your employer's financial statements are 
available, did the company earn a profit 


last year? 
2. If your employer's statements are not 
available, locate the annual report of a = | 


public company on the Internet or in your 
library. Did this company earn a profit, or 
record a loss for last year? 











What You'll Learn 


e The characteristics of a 
corporation. 

* Howto record the issue 
of capital stock. 


Why It's Important 


Accounting for corpora- 
tions differs from account- 
ing for other forms of 
business, especially when 
making entries to the 
capital accounts. 


| sad TERMS 


closely held corporation 

publicly held corporation 

board of directors 

authorized capital stock 

par value 

common stock 

proxy 

preferred stock 

paid-in capital in excess 
of par 














SI 
N 
ih 


SECTION | 






Publicly Held 
Corporations 


In the United States, there are more sole 
proprietorships and partnerships than there 
are Corporations. Corporations, however, 
account for more business activity than the 
other two forms of business combined. Many 
high profile companies like Coca-Cola and 
General Motors are organized as corpora- 
tions. 


Publicly Held 
Corporations 


In Chapters 14 to 20 you learned how 





to record the business transactions for a closely held corporation. 


Closely held corporé ns are corporations owned by a few persons or 





by a family. The stock of a closely held corporation is not sold to the 
general public. 

In this chapter you will learn about another type of corporation—the 
publicly held corporation. A publicly held corporation is one whose 
stock is widely held, has a large market, and is usually traded on the New 
York Stock Exchange or the American Stock Exchange. 


Characteristics of a Corporation 


[he corporation has several unique features: 


e Legal Permission to Operate— To operate a business as a 
corporation, the incorporators (organizers) file an application with 
state officials for permission to operate. Once the application is 
approved, it becomes the corporation’s charter. The charter indicates 
the purpose of the business and spells out the rules under which the 
business is to operate. The charter also states the type and amount of 
stock a corporation is authorized to issue. 

e Separate Legal Entity—A corporation is a separate legal entity 
that is created and exists only by law. A corporation may enter into 
contracts, borrow money, and conduct business in the same manner 
as a person. It may acquire, own, and sell property in its name. It can 
also sue and be sued in the courts. 

e Stockholders—The ownership of a corporation is divided into 
units called shares of stock. The owners of a corporation are called 
stockholders. Each stockholder receives a stock certificate as proof of 
ownership. The stock certificate lists the name of the stockholder, the 
number of shares issued, and the date the shares were issued. 
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e Professional Management— Stockholders own the corporation, but 


they do not manage it. The stockholders elect a board of directors , 


who govern and are responsible for the affairs of the corporation, 


Stockholders’ Equity 


Stockholders’ equity is the value of the stockholders’ claims to the assets 
of the corporation. As you learned in Chapter 19, corporations report stock- 
holders’ equity in two parts: 


e the equity that is paid into the corporation by stockholders 
e the equity earned by the corporation and retained in the business 


Let’s look at how transactions affecting stockholders’ equity are handled. 


Capital Stock 


The maximum number of shares a corporation may issue is called its 
I te . The authorized number of shares is usually 





much greater than the number of shares the corporation plans to sell right 
away. This allows the corporation to sell additional shares at a later time. 

State laws may require that an amount or value be assigned to each share 
of stock before it is sold to the public. The amount assigned to each share is 
referred to as par value the per-share dollar amount printed on the stock 
certificates. The par value is used to determine the amount credited to the 
capital stock account. Par values of $1, $5, and $25 are common. 

The corporate charter specifies the types of capital stock that a corpora- 
tion may issue. The two main types of stock are common and preferred. 





Common Stock 


If the See issues Only one class of capital stock, it is called 
] stock . The owners of common stock participate in the corpora- 





tion as follows: 


e Electtheboardof directors and, through them, exercise control over the 
operations of the corporation. Stockholders are entitled to one vote for 
each share of stock they own. The election occurs at the stockholders’ 
meeting, which is usually held once a year. If a stockholder cannot 
attend the meeting, he or she may send in a proxy, which gives the 
stockholder’s voting rights to someone else. 

e Share in the earnings of the corporation by receiving 
dividends declared by the board of directors. 

e Entitled to share in the assets of the corporation if it 
goes out of business. 


Preferred Stock 


To appeal to as many investors as possible, a 
corporation may also issue preferred stock. 


Preferred stock has certain privileges (or prefer- 


ences) over common stock. Preferred stockholders 
participate as follows: 


Section 1 


Careers 

How do you get to be 
the president of a large 
corporation in the United 
States? Probably by begin- 
ning your career as an 
accountant. More accoun- 
tants have advanced to be 
presidents of large cor- 
porations than people with 
any other background. 


Publicly Held Corporations 




































































Did You Know? 


Shareholders 
Shareholders of 
Microsoft Corporation 
own around 1.2 billion 
shares of stock in the 

company. Company 

employees own many 
shares, and several have 

become millionaires as the 
value of a share has grown 
from a few dollars to more 
than $150. 










¢ Entitled to receive dividends before common stockholders. The preferred 
stock dividend is stated in specific dollars, such as $6, or as a percentage 
of the stock’s par value, such as 6 percent. The stock itself is then referred 
to as “preferred $6 stock” or “preferred 6% stock.” 

e Given preference over common stockholders to the assets of the 
corporation should it go out of business. 






In return for these special privileges, the preferred stockholders give up 





the right to vote and to participate in the control of the corporation. Usu- 





ally, investors buy preferred stock to receive the stated dividend. 







issuing Common Stock 


When common stock is issued, the Common Stock account is credited 








for the par value of the stock. Let’s look at some examples. 
Issuing Common Stock at Par 

Value. When On Your Mark was incorpo- 

rated, it had the following transaction. 








On January 3 On Your Mark Athletic Wear issued 10,000 shares of $10 par 
common stock at $10 per share. On Your Mark received $100,000 for the 
shares, Memorandum 3. 





i il cn Pi i De 








JOURNAL ENTRY i 
GENERAL JOURNAL PAGE___#6 
DATE DESCRIPTION di DEBIT CREDIT 
1 20-- | 
2 Jan. 3 Cash in Bank 10000000 
| 3 Common Stock 100 00000 
| 4 Memorandum 3 
| ¢ 5 

















Key Points 


Recording the Issuance 

of Common Stock 
When common 

stock is issued by a 

corporation, 

e Common Stock is 
credited for the par 
value of the stock. 


Issuing Common Stock in Excess of Par Value. Investors 
are often willing to pay more than par value for the stock of a corporation. 
When a corporation sells its stock at a price that is above par, the excess 
over par is credited to a separate stockholders’ equity account called 
Paid-in Capital in Excess of Par . Paid-in Capital in Excess of Par ap- 
pears in the chart of accounts immediately following the Common Stock 
account. The amounts recorded in this ac- 


count are not profits to the corporation. Paid-in Capital in Excess Par 


Rather, they represent part of the stock- 


Debit Credit 


holders’ investment in the corporation. 
e Paid-in Capital in ee i 

a : This account follows the same rules of 
“xcess Of Par is i i i 
° debit and credit as other stockholders 


Decrease Side | 


- 


Increase Side 
Normal Balance 








credited for any 
amount received in 


excess of par value. 
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equity accounts. 
One year after On Your Mark was incorporated, it had the following 


transaction. 
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| On January S On Your Mark issued 5,000 shares of $10 par conumnon stock at $1 1.50 per share, | 

| I 

| Memorandum 147. On Your Mark received $57,500 for the shares. 
Before recording the transaction, determine how much of the $57,500 is credited to Common 


| Stock and how much is credited to Paid-in Capital in Excess of Par. 


Credit to Common Stock: 
5,000 shares at $10 par value $50,000 
| Credit to Paid-in Capital in Excess of Par: 
| 5,000 shares at $1.50 | 
($11.50 issue price — $10.00 par value) per share + 7,500 























Total cash received $57,500 
Remember, the amount credited to the Common Stock account is the par value of the shares issued. | 
| 
RRR enero rn ER ern ERIS DEERE, Bh ED ASG kA LOREM BAAS COREE LAS FBS Said PTS BOLLE LATE SEE OMB Ey Tm a ERE 
| JOURNAL ENTRY | 
J GENERAL JOURNAL PAGE 99 | 
| 
DATE DESCRIPTION ODI DEBIT CREDIT | Hi 
1 20-- | | 1| | | 
2 Jan. 5 Cash in Bank 5750000 2 
3 Common Stock 5000000 3 
| 4 Paid-in Cap. in Ex. of Par | 750000 4 
| 5 Memorandum 147 | | 5 
| | | 
| 3 | | | 
ili | 
Ill 


Issuing Preferred Stock 
When preferred stock is issued, the Preferred Stock account is credited i} 


for the par value of the stock. Preferred stock is almost always issued at its 














par value. 

On Your Mark was incorporated on January 3, and was authorized to 
issue 1,000 shares of preferred stock with a par value of $100 and a stated div- 
idend of $6. The next day the company had the following transaction. 


On January 4 On Your Mark issued 250 shares of preferred $6 
| stock, $100 par, at $100 per share, On Your Mark received $25,000 
for the shares, Memorandum S. 


JOURNAL ENTRY 





| ii 
| GENERAL JOURNAL pace 47 | 

| DATE DESCRIPTION dA DEBIT CREDIT | Ill 
| 1 20-- | 1 Il | 
| 2 Jan. 4 Cash in Bank 2500000 2 


3 Preferred Stock 2500000 3 
4 Memorandum 5 4 


5 5 Ht 
| Hi 
a ee | = lil | 

| 
Î 
Î 
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Section 1 Publicly Held Corporations 








Ni Capital Stock Transactions 






SECTION | Check Your Understanding 





Now that you have studied this section, complete the following questions and problems. 





Thinking Critically 


1. What is the difference between a closely held corporation and a publicly held corporation? 





2. Describe the difference between common and preferred stock. 





Communicating Accounting 


You work for a locally owned partnership that was just purchased by a corporation. You 


decide to share information about corporations with your coworkers. Write a one-page 





information sheet identifying the characteristics of a corporation. Provide an explanation 


paragraph for each characteristic. 





Problem 21-1 Examining 


Phe Dublin Corporation was organized and 
authorized to issue 10,000 shares of $100 par, pre- 
ferred 8% stock and 500,000 shares of $10 par 
common stock. The three transactions recorded 
in the following T accounts took place during the 


first month ot operations. 


Instructions In your working papers, describe 


each of the three transactions. 





Cash in Bank Preferred Stock 
n i Ii 
Debit Credit Debit | Credit 
+ + 
(1) 300,000 | (2) 200,000 
(2) 200,000 | 
(3) 700,000 
Common Stock Paid-in Capital in Excess of Par 
Debit Credit Debit Credit 
+ + 
(1) 300,000 (3) 200,000 


(3) 500,000 
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Distributing the Earnings 
of a Corporation 


In Section 1 you learned to record stock 
issue transactions for a corporation. In this 
section you will learn how corporations dis- 
tribute earnings to the stockholders. Cor- 
porations like General Motors have a long 
history of distributing a portion of earnings 
to their stockholders every year, making 
their stock an attractive investment. 


Dividends 


When an owner of a sole proprietorship 
or a partnership wishes to take money out 
of the business, a check is written on the checking account of the busi- 
ness. The amount of the check is recorded as a debit in the owner's with- 
drawals account, which reduces the owner’s equity. 

The owners (stockholders) of a publicly held corporation cannot with- 
draw cash whenever they want. Instead, a dividend is a distribution of 
cash to stockholders. Dividends reduce retained earnings. 

The corporation’s board of directors declares, or authorizes, dividends. 
Before a dividend is declared, the corporation should have a sufficient 
amount of cash available to pay the dividend. In addition, since divi- 
dends decrease retained earnings, there must be an adequate balance in 
the Retained Earnings account. Figure 21-1 illustrates the important 
dates in the dividend process. 

A separate account named Dividends is used to record dividends 
declared. The Dividends account is a contra-stockholders’ equity account. 


At the end of the year, the Dividends ———————_—_—sS* ivideends 


T 


account is closed to the Retained Earn- 


i Debit | Credit 
ings account. The rules of debit and È 


credit for Dividends are shown in the 


Increase Side | Decrease Side 
| 
Normal Balance | 


T account. Notice that they are the op- 
posite of the rules for the stockholders’ equity accounts. 

Dividend amounts could be debited directly to the Retained Earnings 
account. Most corporations, however, prefer to use a separate account so 
that the dividend amounts can be easily determined. 

A liability account, Dividends Payable, is used to record the amount 
of dividends that will be paid on the payment date. Like all liability 
accounts, Dividends Payable is increased by credits and decreased 
by debits. The normal balance of the Dividends Payable account is 
a credit balance. 








What You'll Learn 


¢ Why and how corpora- 


tions distribute their 
earnings. 

How to record dividends 
on preferred stock. 

How to record dividends 
on common stock. 


Why It's Important 


When the board of 


directors of a corporation 
decides to distribute profits 
in the form of dividends, 

a general journal entry is 
recorded. 


(KEY TERMS 


dividend 





CONNECT TO... 


ENGLISH di 


In 1776, Adam Smith 
published The Wealth of 
Nations. In his book, the 
Scots professor argued that 
individual welfare was more 
important than national 
power, and that allowing 
people to struggle for their 
own wealth benefits every- 
one. This was the first 
written explanation of 
capitalism and laissez-faire 
economics. 
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| The date on which the 

| board of directors declares 
or authorizes a dividend. 

| When a cash dividend is 

| declared, a liability is 

| created for the amount of 

the total cash dividend to 

be paid. 


Record Journal Entry 


Figure 21-1 Important 
Dates in the Dividend 
Process 












Starting New 
Calculations 


If you want to start a new 
calculation: 

* press C, or Clear twice to 
clear all numbers and 
mathematical functions. 
If you're starting a new 

calculation and you ended 

the preceding one with the 
equal key: 

* you do not need to 
press C. 
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| THREE IMPORTANT DATES IN THE DIVIDEND PROCESS ; 
Beeetcet Declaration | 





Date of Record 


SS 

LÀ SS 
AS a ES > é 
SN = 


Date of Payment 


È 
i 
È 





The date on which the 


dividend is paid. 


Persons who own the i | 
È i 

stockholders of record, are | | 

| 


i 
ay 


stock on this date, called 


entitled to the dividend. 
The date of record is 
usually one or two weeks 
after the date of 
declaration. 








No Journal Entry is recorded 


Record Journal Entry 





If a corporation is authorized to issue two types of stock, separate divi- 
dend and dividend payable accounts are used for each type of stock. On Your 


Mark uses the following accounts: 


Dividends— Preferred Dividends Payable — Preferred 


Dividends—Common Dividends Payable— Common 


Let’s look at the transactions involved when dividends are declared by the 
board of directors of On Your Mark during its second year of incorporation. 


Dividends on Preferred Stock 


As mentioned earlier, preferred stockholders have certain preferences 
over common stockholders; one preference is the right to receive dividends 
before common stockholders. The amount of the dividend for preferred stock 
is predetermined or stated. The stated dividend indicates the amount that will 
be paid to preferred stockholders per year. On Your Mark issued 250 shares 
of preferred $6 stock. A $6 dividend will be paid for each share of preferred 
stock per year. The dividend amount can be paid annually, or in semiannual 
or quarterly installments. 


Dividend 

Payment 
Annually $6.00 
Semiannually $3.00 ($6.00 + 2) 
Quarterly $1.50 ($6.00 + 4) 
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Date of Declaration 
A journal entry is made to record the dividend on preferred stock on the 


date of declaration. 


On November 15 the board of directors for On Your Mark declared an annual cash dividend on the 250 
shares of preferred $6 stock issued. The dividend is payable to preferred stockholders of record on November 29. 


$6), Memorandum 215. 


The dividend will be paid on December 15. The total amount of the preferred dividends is $1,500 (250 shares » 





JOURNAL ENTRY 





GENERAL JOURNAL page 72 
DATE DESCRIPTION ES DEBIT CREDIT 
1 20-- | 1 
2 Nov. 15 Dividends—Preferred 150000 2 
3 Dividends Pavable—Preferred | 150000 3 
4 Memorandum 215 | | 4 
5 














Date of Record 


On November 29 the corporation checks its records and prepares a list 
of preferred stockholders entitled to receive the dividend. No journal entry 
is required on this date. 


Date of Payment 


On December 15 a check for $1,500, the total amount of the divi- 
dend payable on preferred stock, is written and then deposited in a spe- 
cial dividends checking account. Separate checks are written on the 
dividends checking account and are made payable to each preferred 
stockholder entitled to receive the dividend. 





























On December 15 On Your Mark issued Check 1373 for $1,500 in 

payment of the dividend on preferred stock declared November 15. 

DITI TTT SLE 
JOURNAL ENTRY 
GENERAL JOURNAL page SI 
DATE DESCRIPTION ee DEBIT CREDIT 

4||20-- i | 
2 Dec. 15 Dividends Payable—Preferred 150000 | 2 | 
3 Cash in Bank | 1 oe 3 | 
4 Check 1373 I LIL] [a | 
5 | | | S| | 
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Stock Issues 


sold by a corporation to 
the public must have the 
approval of the Securities 
and Exchange Commission 
of the federal government. 
This indicates that the 
sellers of thé stock have 
revealed all pertinent infor- 
mation about the business 
to potential stock buyers. 


Dividends on Common Stock 


TIPS Dividends on common stock may be declared in one of two ways. 
(1) The board of directors may declare a dividend amount per common 
Large issues of stock share. For example, the board of directors of On Your Mark declared 

a SO€ per common share dividend. Thus, a 50€ dividend will be 

paid for each share of common stock. 

(2) The board ot directors may decide to declare the total cash dividend for 
both preferred and common stock. In this case the preferred dividends 
are paid tirst and the remaining amount is divided equally among 
the common stockholders. For example, suppose the board of directors 
ot On Your Mark declared 
a total cash dividend of 
$3,000. Preterred stock- 


holders will receive $1,500 





(250 shares < $6). The 
remaining amount, $1,500 
($3,000 — $1,500) will be 
split among the common 
stockholders. Each share of 
common stock will receive 
a 10¢ dividend ($1,500 = 





15.000 shares). 


+] 


Like preterred stock, dividends on common stock can be paid annually, 
semiannually, or quarterly. Most publicly held corporations pay dividends 


on a quarterly basis. 


ANALYZING FINANCIAL REPORTS 


Calculating Return on Stockholders’ Equity 


Stockholders’ equity is used to evaluate a company’s profitability. One measure of profitability is the 
return on common stockholders’ equity. You calculated this ratio for a sole proprietorship business in 
Chapter 10. The calculation for a corporation is similar. 

Net Income $42,800 

Average Common Stockholders’ Equity $201,317 

lo find the average common stockholders’ equity, add the stockholders’ equity at the beginning of the 


year to that at the end of the year and divide by 2. For example: 


Beginning stockholders’ equity $ 186,178 
Ending stockholders’ equity 216,455 
Total $402,633 + 2 = $201,317 


The return on common stockholders’ equity shows how much the business 
earned for each dollar invested by the common stockholders. 





= 0.2126 or 21.26% 


> Analyze the Report: 


1. Calculate the return on stockholders’ equity using Ben & Jerry’s balance 
sheet on page 803. 

2. Why do you think the return on common stockholders’ equity would be 
important to potential buyers of a company’s common stock? 
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SECTION 2 Check Your Understanding 





Now that you have studied this section, complete the following questions and problems. 








Thinking Critically 
1. What two conditions should exist before a cash dividend is declared? | 


2. Explain how dividends are recorded when a corporation has issued two types of stock. | 
| 


| 
| 
| 
| 
| 
Computing in the —_* | 
Business World reed | 
pany’s books? | | 


On January 28 the board of directors for Jelly Bean 















































Works declared an annual cash dividend on 200 shares ? | > | | 
of preferred $10 stock. What is the total amount of the RIE È Ill 
dividend? How is this dividend accounted for in the com- ees | 
| | 
Ill 
NIKITI 
& Problem 21-2 Distributing Corporate Earnings Il 
> During its first year of operation, Longhorn Corporation issued 17,500 shares of $10 par i 
common stock. At the end of the year, the corporation had a net income of $350,000. The 
board of directors declared a cash dividend of $5 per share. | 
Instructions Answe i i estions in yc ‘ki apers: I 
nswer the following questions in your working papers: ili 
1. How much of the net income was distributed to the stockholders? | 
2. How much of the net income was retained by the corporation? : | 
ill 
= ing mi i | 
Problem 21-3 Analyzing Rob Williams Thrift Market Inc. | 
a Source Document si. il 
ange, 1/ ) 22-0922 | t 
Information related to the first quar- LI | 
ter dividend on the common stock of MEMORANDUM 37 ili 
Rob Williams Tani Market Inc. is pro- Jo: CRE n | 
vided on the following memorandum. FROM: Albert MacFish, Chairman of the Board ili 
. DATE: April 8, 20-- II} 
Instructions Prepare the journal en- SUBJECT: Ist quarter dividend ill | | 
tries required to record the following in On April 1, 20--, the board of directors declared a $1 per share dividend on | | 
your working papers. Use page 18ina the 5,679 shares of common stock issued. The date of record is April 15, 20--. | | | 
. ; The date of payment is April 30, 20--. ll 
general journal. I 
NHI 
3 si ill 
e declaration of the first quarter Îl 
dividend | | 
¢ payment of the first quarter dividend, Check 221 ii) 
| | 
| | 
fi | 
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JOHNSIE CRAWFORD 


Accounting Teacher 
Brandon High School 


Q: What do you like about your job? 

A: Writing the school’s accounting curriculum and teaching 
it are the most exciting things I've done in the 35 years I've 
been teaching. | feel like I've been on the cutting edge of a 
revolution in education. I'm helping students step into the 
real world before they leave high school. 

Once students see they can succeed in the accounting 
class, and get college credit, they realize they do have the : 
skills to succeed in college. They have the motivation and self- Tips from . - - 
esteem to move forward. 








AE) ert Half international inc 
Q: Do your students go into the accounting field? Compuieresrea no ve 
A: Some do. But | emphasize how many careers and fields sccounting profession pr, 
require at least a year of accounting—doctors, construction workers, | sometime onthe ere 
farmers, lawyers, mechanics, and so on. Accounting is a valuable see whats avaiable a = = 
«bayou ans. accounting. Discover the = 
business trends, and learn = 
research new information 4 


Q: Do you need computer skills? j rese 
A: Yes. Students learn manual entry first, but then they have to _ the indy ti 
apply those skills to the computer. In addition to training them for ” 
business, the computer makes the course come alive. 

In 1993, | got 25 new classroom computers. | spent hours learning how 
to use them. But | learned where the bugs were. Wherever | got stuck, | knew 
my students might get stuck there too. 













CAREER FACTS 


Nature of the Work: Create lesson plans and exams, advise students, teach classes, and 
motivate students and help them achieve mastery. 

Training or Education Needed: A bachelor’s degree in business education. 

Aptitudes, Abilities, and Skills: Accounting, time-management skills, communication skills, 
and interpersonal skills. 

Salary Range: $20,000 to $60,000 depending on your experience. 

Career Path: Major in business education, intern in high school, and seek a business 
education teaching position. 








[hinking Critically: What would be the most difficult part of teaching accounting? 
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Financial Reporting for a 
Publicly Held Corporation 


Many corporations prepare 
a statement of stockholders’ 
equity instead of a statement 
of retained earnings. In this 
section we'll examine the in- 
formation that is reported on 
the statement of stockholders’ 
equity and see how this state- 
ment is prepared. We’ll also see how stockholders’ equity is reported on 
a corporation’s balance sheet. 


The Income Statement 

The income statement of a publicly held corporation is similar to that 
prepared by a closely held corporation. Remember, the federal corporate 
income taxes paid by a corporation are reported separately on the in- 
come statement. 


Statement of Stockholders’ Equity 


In Chapter 19 you learned how to prepare a statement of retained 
earnings for a closely held corporation. That statement reports the 
changes in the Retained Earnings account during the period. It showed: 


Retained Earnings, beginning balance 
+ Net Income 
Retained Earnings, ending balance 





An increasing number of corporations prepare a statement of stock- 
holders’ equity rather than a statement of retained earnings. The 
statement of stockholders’ equity reports the changes in all of the 
stockholders’ equity accounts during the period. It also provides intor- 
mation about the transactions affecting stockholders’ equity during the 
period. The information reported on a statement of stockholders’ equity 
includes the number of shares of each type of stock issued and the total 
amount received for those shares, the net income for the period, and div- 
idends declared during the period. 

Figure 21-2 shows the statement of stockholders’ equity for On Your 
Mark at the end of its second year of incorporation. The information 
needed for the statement comes from the work sheet and from the gen- 
eral ledger accounts. The statement is prepared as follows: 


e The names of the four stockholders’ equity accounts appear at the top 
of the amount columns. There is also a Totals column at the far right. 


Section 3 





ee 
What You'll Learn 


* Howto prepare a state- 
ment of stockholders' 
equity for a publicly held 
corporation. 

* Howto prepare a bal- 
ance sheet for a publicly 
held corporation. 


Why It's Important 


Stockholders and man- 
agers examine financial 
reports to determine the 
health of a corporation. 


KEY Eo 


statement of 
stockholders’ equity 


pedir) ete ie] 
Seu yi le 


ia 


Advertising 


When promoting your 
accounting practice in the 
international marketplace, 
it's important to be aware 
of how businesses are 
promoted there. Studying 
the details of the market- 
place will help you pro- 
mote knowledgeably. 
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i Balance, January 1, 20-- 


2. Issuance of 5,000 shares of common stock 


3 Net Income 

4 Cash Dividends: 

Preferred Stock 
6 Common Stock 


oO 


7 Balance, December 31, 20-- 


Figure 21-2 Statement of 
Stockholders’ Equity 


ACCOUNTING 
E MAIIVAZAA. 


ARABIC NUMERALS 
Around 300 ap, Gupta 
mathematicians in India 


advanced algebra and 
introduced concepts of 
infinity and zero. Adopted 
by Middle Eastern travelers, 
their mathematical symbols 
became known as Arabic 
numerals. 
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On Your Mark Athletic Wear 
Statement of Stockholders’ Equity 
For the Year Ended December 31, 20-- 


Paid-in 


? ) ) r D . È ì È 

> 100 Par $10 Par Capital in Retained 

Preferred $6 Common Excess of Earnings Totals 
Stock Stock “Day - 


Par 









2500000 10000000 2760000 15260000 1 





5000000 750000 3 
3 

| 4 

(150000) (150000) = 

| (750000) (750000) 6 
2500000 15000000 750000 4212500 21462500 7 
HY Li 8 


e The first line shows the balance of each account at the beginning of 
the period. 

e The next lines describe various transactions affecting the stockholders’ 
equity accounts, such as issuance of stock, net income, and dividends 
declared. The transactions are described in the left column. The increase 
or decrease amounts are recorded in the individual account columns 
and in the Totals column. For example, the second line on the statement 
indicates that the company issued 5,000 shares of Common stock during 
the period. The issuance of the 5,000 shares increased the balance of the 
Common Stock account by $50,000. Since the shares were issued at a 
price above par value, the Paid-in Capital in Excess of Par account 
increased by $7,500. 

e The final line shows the balance of each account at the end of the period. 


As you review Figure 21-2, notice that amounts which decrease account 
balances, like dividends declared, are enclosed in parentheses. The cash div- 
idends declared on preferred and common stock are each listed separately. 
Also notice that the Retained Earnings column of the statement of stock- 
holders’ equity contains the same information that is reported on a statement 
of retained earnings. Remember that net income increases retained earn- 
ings, and dividends declared decrease retained earnings. The statement of 
stockholders’ equity is used to prepare the corporation’s balance sheet. 


Balance Sheet 


The assets and liabilities sections of a balance sheet for a publicly held 
corporation are similar to those of a balance sheet for a closely held corpo- 
ration. Notice in Figure 21-3 that the Dividends Payable accounts are re- 
ported in the liabilities section. Since On Your Mark paid the dividends before 
the end of the year, zero balances are reported in these liability accounts. 

The stockholders’ equity section of a publicly held corporation’s balance 
sheet is more detailed than that of a closely held corporation. As you can 
see in Figure 21-4, each type of stock issued by On Your Mark is listed sep- 
arately under the heading “Paid-in Capital.” Preferred stock is listed before 


common stock. Each listing describes: 


\ccounting for Publicly Held Corporations 


e the par value, 
e the number of shares 


, 5 . )ivide ’avable—Preferre 
holders’ equity section be- De 


On Your Mark Athletic Wear 
Balance Sheet 








| 
| 


authorized, and December 31. 20-- 
e the number of shares 
| I 
issued. GER: | 
Liabilities | 
The Dividends accounts Accounts Payable 1456210 | 
are not listed in the stock- | | Î | 
os | 


Dividends Payable—Common 


| 


cause they are closed to 
| 


Retained Earnings at the end Total Liabilities | | 27101 6|00 
of the year. Thus, the retained 





earnings amount shown on 
the balance sheet has been Figure 21-3 Reporting the Balances of the Dividends Payable Accounts 


reduced by the dividends ©! the Balance Sheet 


declared during the period. 


On Your Mark Athletic Wear 
Balance Sheet 
December 31, 20-- 





Paid-in Capital: 

$6 Preferred Stock, $100 par, 1,000 shares authorized, 

250 shares issued 25 000 00 

Common stock, $10 par, 20,000 shares authorized, 
15,000 shares issued 150000 00 

Paid-in Capital in Excess of Par 500 00 | 

Total Paid-in Capital 182500 00 

Retained Earnings 32|1|2:5|00 | 

Total Stockholders’ Equity 214625 00 

Total Liabilities and Stockholders’ Equity | | 241641 00 


Stockholders’ Equity | 
| 
| 
| 
| 





N 














Figure 21-4 The Stockholders' Equity Section of the Balance Sheet 


A MATTER OF ETHICS 


Using Insider Information Ethical Decision Making: 


ai DT Pere i 
Imagine that you are an accountant for a large What are the ethical issues: 


shipping company, like United Parcel Service What are the alternatives? 
(UPS). During the course of your work, you learn 
that the company is planning to buy a company 
that makes shipping containers. It’s a smaller How do the alternatives affect 
company whose stock is traded on a local stock the parties? 

exchange. You think about purchasing several 
thousand shares of the smaller company’s stock, 
expecting to make a profit when the purchase 
goes through. 


Who are the affected parties? 


What would you do? 
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Thinking Critically 


1. What information is reported on the statement of stockholders’ equity? 





HTH 2. Explain the difference between the statement of retained earnings and the statement of 
| stockholders’ equity. 


wr Tal Naat Me Cc Ulla 


| | 4 Analyzing Accounting 


As the accounting manager for Sunny Days, a Hawaiian-based sun care products manu- 








facturer and retailer, you are asked to review the stock price and dividends declared over the 
past three years. The president, Ron Kanai, is looking for a buyer for Sunny Days and thinks 
an analysis of stock prices and dividends may appeal to potential corporate buyers. Review the 
| following graph and write a one-paragraph report of what may attract potential buyers. 


PSN 










30 
25 MB Stock Price 


20 OM Dividends Declared 
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Problem 21-4 Examining the Statement of 
Stockholders’ Equity 

The following transactions of Victor Jewelry Corporation took place during 
the period. 
Instructions Use the form in your working papers to indicate which of 
the transactions is reported on the statement of stockholders’ equity. 


Transactions: 

. Paid accounts payable of $50,000. 

. Issued 2,000 shares of $10 par common stock, receiving $15 per share. 

. The board of directors declared a cash dividend of $12,000 for all common stockholders. 


. Bought equipment on account at a total cost of $125,000. 


nt WN — 


. Paid the cash dividend declared in Transaction 3. 
6. Issued 500 shares of $100 par, $7 preferred stock. 
7. Paid the federal income tax installment of $5,000. 
8. Earned a net income of $150,000 for the period. 











588 Chapter 21 \ccounting for Publicly Held Corporations 


















MINE TLV 






KEY CONCEPTS 


1. A closely held corporation is one that is owned by a few persons or by a family. A publicly held 
corporation is one whose stock is widely held, has a large market, and is usually traded on a stock 
exchange. 





2. A corporation must have permission from the state to operate. It is considered to be a separate 
legal entity, is owned by its stockholders, and is usually run by professional managers. 

3. Two types of stock a corporation may issue are common and preferred. 

4. The par value of stock is the dollar amount printed on the stock certificate. Par value is used to 
determine the amount credited to the capital stock account when stock is issued. 

5. Common stockholders have the right to vote and elect the board of directors of the corporation, 
to share in the earnings of the corporation, and to share in the assets of the corporation should it 
go out of business. 

6. Preferred stockholders do not have the right to vote but are entitled to receive dividends before 
the common stockholders. 

7. If stock is issued at a price higher than its par value, the amount received over par is credited to 
an account called Paid-in Capital in Excess of Par. 

8. Corporations distribute part of their earnings to stockholders in the form of dividends. 

9. Corporations may prepare a statement of stockholders’ equity, which reports the changes that 
occurred in all of the stockholders’ equity accounts during the period. 

10. T account analysis of typical stock transactions: 
(a) Issuing preferred stock at par value 














Cash in Bank Preferred Stock 
Debit Credit Debit Credit 
+ - ~ + 
XXX XXX 


(b) Issuing common stock at par value 








Cash in Bank Common Stock 
Debit Credit Debit Credit 
è - - + 
XXX XXX 


(c) Declaration of cash dividend 


Dividends Payable— 











Dividends—Preferred (or Common) Preferred (or Common) 
Debit Credit Debit Credit 
+ - n + 
XXX XXX 
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BVO era ta [URI 


For each key term, give or find an example of the term in 
a newspaper, periodical, annual report, or on an Internet site. Ml lidlili smi 


Then use the example in a sentence. . 
‘ SPECIMEN 


see 


authorized capital stock par value amr as 
board of directors preferred stock FITTA 
closely held corporation proxy 

common stock publicly held corporation 

dividend statement of stockholders’ 


Paid-in Capital in Excess of Par equity The McGraw-Hill Companies 





Understanding Accounting 
Concepts and Procedures 










Instructions 





On a separate sheet of paper, answer the following questions: 






. Explain the difference between a closely held corporation and a publicly held corporation. 






. Name three characteristics of a corporation. 






. What are some of the rights of common stockholders? 






. List the differences between common and preferred stock. 


nO PWN = 






. When stock is sold at a price above its par value, what amount is credited to the capital 






stock account? 
6. What is the classification of the Paid-in Capital in Excess of Par account? What is its 
normal balance? 






7. Name and explain the three dates important to the dividend process. 
8. What type of account is Dividends? 






9. When a dividend is declared, which accounts are debited and which accounts are 






credited? 
10. At what date does a dividend become a liability to the corporation? Explain. 







. What type of information is reported on the statement of stockholders’ equity? 
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Case Study... 


Merchandising Business: Coffee Shop 

Cyber Café is a retail store that sells a variety of 
coffees, along with gourmet pastries and other 
snacks. Besides food and beverages, the store offers 
computer stations where customers can surf the Web. 

The owners of Cyber Café started the business 
three years ago. Early success helped them decide to 
incorporate and franchise the business. They now 
have franchises in 15 cities. The owners want to raise 
additional money to open cafés in Japan. 


Thinking Critically: 

1. Name at least three ways the business could raise 
money for the new franchises. 

2. If you were considering investing in Cyber Café, 
what ratios and analyses would you calculate from 
their financial statements? 

3. How would these calculations help you make an 
investment decision? 


Conducting an Audit with Alex 






The balance sheet of Automart Inc. includes the 
following amounts: 


Preferred 6% Stock, 










$100 par value $ 90,000 
Common Stock, 
$10 par value 150,000 
Paid-in Capital in 
Excess of Par—Common 40,000 
Retained Earnings 55,000 







Instructions Audit the balance sheet and 
report the number of shares of preferred and 
common stock issued as well as the selling price per 
share. Prepare a brief memorandum that contains 
your findings. 













intern 


CONNECTION 


Stocks Online 
The Web offers many sites that 

help investors track their stock 

holdings. Investors may trade (buy 
and sell) stocks, check the current 
prices, or watch trends. 

Do This: 

1. Locate a Web site that offers 
online trading capabilities. Use 
the search terms “stock quote” 
or “stock reports.” 

2. What is the current price for 
Microsoft and Coca Cola stocks? 
(If you don’t know the stock 
symbol, use the search engine 

provided on the site.) 
















Workplace Skills 









Working in Teams 


Teamwork is essential in any job. Whether you 
work for a small company or a large corporation, 
you will seldom make decisions by yourself. If 
you can work cooperatively with others, con- 
tribute to a group, listen and respond accordingly, 
and take responsibility for accomplishing goals, 
then your ability to be a team player is definitely 
an employment strength. 


On the Job: 

Aussie Diners, owned by Annabelle Brandly, 
are located in Australia and North America. 
The corporation is about to go public and offer 
common stock on the New York Stock Exchange. 
Ms. Brandly calls you from the corporate office 
in Perth, Australia. She wants you to invite the 
North American executive management team to 
meet before she makes the final decision about 
going public. 





















Thinking Critically: 

1. What would you do to get all the members 
of the executive management team together 
quickly? 

2. Group with five students in your class and role 
play an executive management meeting. Ask 
each student to assume the role of one of these 

managers: Marketing, Accounting, Personnel, 

Facilities, and Purchasing. As a team, make a 

list of concerns from each department. 
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Making the Transition from a Manual to a Computerized System 


| | In a Computerized System 
| 


Customizing financial . Using accounting stationery, you 1. Using the Report Designer option, 
statements may wish to reorganize information vou may select and sort data that 
or add details to financial statements. appears on each financial statement. 
. You may also alter information on a 
report by using the Filter option. 


| Customizing Financial Statements 





Customizing Financial Reports in PEACHTREE 


Peachtree Question Description 


How do I change the appearance . Select Reports from the Tasks menu. 

| or content of financial reports in . Select the report you wish to customize from the Reports list. 

| Peachtree? . Display it on the screen. 

. Select the Design icon above the report. 

. The following features can be adjusted: the size of the columns, the 
types of information displaying in the report, the font style and size of 
the print, and the location of information on the report. 

. If you wish to save the report in the new format, rename the file, 
leaving the original files in their original form. 





How do I filter information on . After you have selected a report from the Reports list, click the Screen 
preformatted reports? icon to display it on your screen. 
. At the Filter option, you may accept the current settings, or make 
changes to the displayed fields. 
3. The information that can be filtered varies according to the report. 





What does the software do . Peachtree retrieves general ledger account balances and names and 

“behind the scenes?” includes them on various financial reports as defined by the 
parameters of the predefined reports. 

| | . Changes made to reports are immediately reflected on the screen, 

| ensuring that the printed report will be in a desired format. 





| For detailed instructions: See the Peachtree User Guide in your Glencoe Working Papers. 
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APPLICATION OPTIONS 


PROBLEMS 





Problem 21-5 Distributing Corporate Earnings 





During the first year of operations, Sunset Surfwear issued 18,500 shares 


of $10 par common stock. At the end of the year, the corporation had net 
income of $380,000. The board of directors declared a $5 cash dividend per 
share of common stock. 


Instructions Answer the following questions in your working papers: 
(1) How much of the net income earned for the year was paid to the 
common stockholders? 
(2) How much of the net income was retained by the corporation? 


Analyze: The journal entries for this cash dividend are required on which 


of the following dates: date of declaration, date of record, date of payment? 
Why are journal entries required on those dates? 


Problem 21-6 Journalizing the Issue of Stock 













On June 1 InBeat CD Shop was 
incorporated and authorized to issue 
1,000 shares of $100 par, preferred 
9% stock, and 10,000 shares of $25 
par common stock. 


Instructions In your working 
papers, record the following trans- 
actions on general journal page 1. 


June Issued 200 shares of preferred 9% stock at $100 per share, 
Memorandum 3. 
Issued 3,000 shares of common stock at $25 per share, 
Memorandum 7. 
Received $31 per share for 2,000 shares of common stock 
issued, Memorandum 10. 


Analyze: Was any of the stock issued at a price above par? If yes, what 
amount was credited to the Paid-in Capital in Excess of Par account? 


loos INQ | 


[a 





Issued SO shares of preferred 9% stock at par, Memorandum 11. 





Complete chapter 
problems one of four 
ways: 

Manual Working 
Papers in your 
Glencoe Workbook 


Peachtree for 
Windows 
Software 


Glencoe 
Integrated 
Accounting 
Software 

(Refer to software 
instructions) 
(Problem 21-8) 


or 


Spreadsheet 
Templates 
(Problem 21-8) 


I 27 Vet 3: 


SMART GUIDE 





Step-by-Step Instructions: 
Problem 21-6 


1. Select the problem set 


for InBeat CD Shop 
(Prob. 21-6). 


2. Rename the company 


and set the system date. 


3. Record all of the 


transactions using the 
General Journal Entry 
option. 


4. Print a General Journal 


report and proof your 
work. 


5. Answer the Analyze 


question. 


6. End the session. 
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Step-by-Step Instructions: 
Problem 21-7 


1. 


5. 


6. 


xi 


Select the problem set 


for Shutterbug Cameras 


(Prob. 21-7). 


. Rename the company 


and set the system date. 


. Record all of the 
transactions using the 
General Journal Entry 


option. Remember to 
enter each transaction in 


the proper accounting 


period (month). 


. Print a General Journal 


report for the entire 
quarter and proof your 


work. 


Print a General Ledger 
report. 


Answer the Analyze 


question. 
End the session. 


TIP: Set the date filter 
options to print a General 
Journal report that includes 
all of the entries for the 
quarter. 


; ADSHEET 
SMART GUIDE 


Step-by-Step Instructions: 
Problem 21-8 


1. 


uw 
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Select the spreadsheet 
template for Problem 
21-8. 


. Enter your name and 


the date in the spaces 
provided on the 
template. 


. Complete the spread- 


sheet using the 
instructions in your 
working papers. 


. Print the spreadsheet 


and proof your work. 


. Save your work and exit 


the spreadsheet program. 
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Problem 21-7 Journalizing Common and 
Preferred Stock Dividend Transactions 


Shutterbug Cameras issued 8,000 shares of $80 par, preferred 
7% stock and 35,000 shares of $25 par common stock. 





Instructions In your working papers: 

(1) Record the following transactions on general journal page 14. 

(2) Post the transactions to the general ledger accounts provided in your 
working papers. 


Transactions 
The board of directors declared an annual cash dividend on the 
preferred 7'% stock, payable on December 1, Memorandum 407. 
Declared an annual cash dividend of $1.25 on 35,000 shares of 


common stock, payable on December 17, Memorandum 415. 
Paid the dividend declared on October 15, Check 1163. 
Paid the dividend declared on November 5, Check 1201. 





Analyze: What are the amounts of dividends payable on common stock 
and dividends pavable on preferred stock at the end of December? 


. Serezzcizee Problem 21-8 Preparing Corporate 


RoBLE™ Financial Statements 


River’s Edge Canoe & Kayak is authorized to issue 10,000 shares of $100 
par, preferred 9% stock and 500,000 shares of $5 par common stock. The 
following balances appeared in the Balance Sheet section of the company’s 


work sheet for the year ended December 31. 


Instructions 
(1) Prepare the statement of stockholders’ equity. 
(a) During the period the corporation issued 500 shares of 9% preferred 
stock at par and 25,000 shares of common stock at $9. 
(b) The net income for the year was $425,000. 
(2) Prepare the balance sheet. 
$506,010 
850,680 
400,000 


101 Cash in Bank 
11S Accounts Receivable 
120 Notes Receivable 


130 Merchandise Inventory 388,815 
135 Prepaid Ins. 3,600 
140 Supplies 10,500 
145 Delivery Truck 139,298 
150 Store Equipment 363,009 
201 Accounts Pavable 62,412 
202 Dividends Payable—Preferred 22,500 


Problems 






waa aN 


203 Dividends Payable—Common $150,000 
210 Fed. Corp. Income Tax Payable 20,000 
215 Sales Tax Payable 4,500 
301 Preferred Stock 500,000 
303 Common Stock 750,000 
304 Paid-in Capital in Excess of Par 300,000 
305 Retained Earnings 735,000 
307 Dividends—Common 262,500 
308 Dividends—Preterred 45,000 


Analyze: What is the total stockholders’ equity on December 31? 


a 
resis 





SOURCE DOCUMENT 
PROBLEM 


Problem 21-9 


Use the source docu- 
ments in your working 
papers to record the trans- 
actions for this problem. 


cee Problem 21-9 Reco rding SOURCE DOCUMENT 


Stockholders’ Equity Transactions 


Buzz Newsstand is authorized to issue 100,000 shares of $5 par 
common stock and 5,000 shares of $100 par, preferred 8% stock. On 
January 1, the beginning of the period, the stockholders’ equity accounts 
had the following balances: 


301 Preferred Stock $150,000 
302 Paid-in Capital in Excess of Par—Preferred 11,250 
303 Common Stock 225,000 
304 Paid-in Capital in Excess of Par—Common 112,500 
305 Retained Earnings 366,800 
307 Dividends—Preferred 0 
308 Dividends—Common 0 


Instructions In your working papers: 

(1) Record the following transactions on general journal page 42. Close the 
Dividends and Returned Earnings accounts. 

(2) Prepare the stockholders’ equity section of the balance sheet. 


Date Transactions 


The board of directors approved a semiannual cash dividend of 
$62,250 for both preferred and common stockholders. The 
dividend is payable to stockholders of record as of April 15 
with payment on May 1, Memorandum 635. 

Issued 500 shares of preferred stock at $108, Memorandum 651. 
Paid the dividends declared on March 15, Check 1256. 

The board of directors approved a semiannual cash dividend of 
$79,250 for both preferred and common stockholders. The 
dividend is payable to stockholders of record as of October 1 
with payment on November 1, Memorandum 828. 

Paid the dividend declared on September 1, Check 2451. 















Analyze: What is the December 31 balance of Retained Earnings? Why 
did the balance change from the beginning of the year? 


PROBLEM 





UT PEACHTREE 





SMART GUIDE 


Step-by-Step Instructions: 
Problem 21-9 


1. Select the problem set 
for Buzz Newsstand 
(Prob. 21-9). 

2. Rename the company 
and set the system date. 

3. Record all of the 
transactions. Enter each 
transaction in the proper 
accounting period 
(month). 

4. Print a General Journal 
report and proof your 
work. 

5. Print a Balance Sheet. 

6. Answer the Analyze 
questions. 

7. End the session. 
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Accounting 
for Special 
Procedures 





In this unit... 

Now that you have learned about the tasks in the accounting cycle 
for both a service and merchandising business, you will learn how to 
account for financial events that occur less frequently in the cycle. 
You will continue to follow the operations of On Your Mark Athletic 
Wear, exploring transactions that include accounting for cash funds, 
recording the depreciation of assets, accounting for accounts 
receivable that cannot be collected, and accounting for the cost of 
inventories. Transactions that include money that is borrowed or 


loaned to a business will also be analyzed and recorded. 


In the middle of difficulty lies opportunity. 
—Albert Einstein 
Physicist 
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Learning Objectives 


When you have completed this 
chapter, you will be able to: 


> Record the entry to establish a 


598 


change fund. 


Prove the cash in the cash register 


drawers at the end of each 


business day. 


Record the entry to establish a 


petty cash fund. 


Prepare a petty cash requisition to 
replenish the petty cash fund. 


Use a petty cash register to record 


petty cash disbursements. 


Record the journal entry to 


replenish the petty cash fund. 


Determine whether cash is short 
or over, and record the amount of 


the shortage or overage. 


Define the accounting terms 
introduced in this chapter. 


Outback 
Steakhouse 


Chapter 22 


Cash Funds 
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B Exploring the Real World of Ms 


PROTECTING CASH 


“G'day, mate. Welcome to Outback Steakhouse.” 

No, you're not really in Australia, but the Outback 
Steakhouse chain of restaurants uses Australia as the theme for 
decorations and menu items. One of the fastest-growing restaurant 
chains in the country, Outback has opened 400 restaurants around 
the country since 1988. On average, about 4,000 people eat at an 
Outback Steakhouse every week. 

With so many customers and meals served, each restaurant 
takes in a lot of cash. In any cash business, employees must know 
how to handle money quickly and accurately, and also how to 
protect it from theft or loss. Job applicants who want to work for 
Outback must take an aptitude test on basic skills, including 
making correct change. Ethical questions regarding money 
handling and business transactions are covered as well. The 
company also says that a friendly and outgoing personality is 
an absolute requirement. 


What do you think? 

If you were applying for a job at an Outback 
Steakhouse, and you were asked to describe 
your money handling skills and how to protect 
cash taken in by the company, how would you 
respond? 





Applying Your Reals Knowledge 













Waiters and waitresses are 
important employees in the 
restaurant industry. A portion of 
their earnings is likely to be cash tips from their 
customers. Businesses that take in a lot of cash 
need to protect their money from theft or loss. 
You'll learn about the records used to account 
for cash funds in this chapter. 


D 


1. What measures are taken in your workplace 
to protect cash? 

2. If you were a store manager, how would 
you prevent employee theft? 


¢ 
r 
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What You'll Learn 


® \Whya business needs to 
have a small amount of 
cash on hand. 

* Howto record the 
entry to establish a 
change fund. 

* How to prove the cash 
in the cash register 
drawer at the end of 
each business day. 


Why It’s Important 


Retail businesses that 
use a cash register need to 
maintain controls over the 
change fund and to 
account for cash shortages 
and overages. 


| KEY IONE 
change fund 








On May 1 the accountant for On Your Mark wrote Check 2150 for $100 to establish a change fund. 


ANALYSIS Identify 1. The accounts affected are Change Fund and Cash in Bank. 
Classify 2. Both Change Fund and Cash in Bank are asset accounts. 
+/- 3. Change Fund is increased by $100. Cash in Bank is decreased by $100. 


—_—_—_—_—————————>_>_—@_—_ _—1à!H qq@&@2.--—° 


| DEBII-CREDIT RULE 4. 





The Change Fund 






In earlier chapters you learned 
that businesses use checking accounts 
for depositing cash receipts and mak- 
ing cash payments. Merchandising 
businesses, such as Sears or Block- 
buster Video, keep some cash on hand 
to make change for customers who 


pay with cash. 


Establishing a 


Change Fund 
A change fund is an amount of 


money, consisting of varying denom- 





inations of bills and coins, that is used to make change in cash transac- 
tions. For example, a customer who pays for a $13.80 purchase with a 
$20 bill will receive $6.20 in change. 

When a business first establishes a change fund, the amount needed 
for the fund is estimated. The size of the fund does not change unless 
the business finds that it needs more or less change than the original 
estimate. The change fund is established by writing a check for the 
amount of the fund. The check is made payable to the person in charge 
of the change fund. That person cashes the check and places the bills 
and coins in the cash register drawer. The transaction is recorded in an 
asset account called Change Fund. Let’s look at an example. 





Increases to asset accounts are recorded as debits. Debit Change Fund 
for $100. 

Decreases to asset accounts are recorded as credits. Credit Cash in 
Bank for $100. 
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T ACCOUNTS 6. Change Fund 


Debit Credit 
T 


100 


Debit 


ash in Bank 
Credit 


100 











JOURNAL ENTRY 7. GENERAL JOURNAL Pace 32 
DATE DESCRIPTION Pol DEBIT CREDIT 
120-- 1 
2 May 1 Change Fund 10000 2 
3 Cash in Bank | 10000 3 
4 Check 2150 | 4 
5 | 5 








If the business needs to increase the size of the change fund, a check is 
written for the amount of the cash increase. For example, suppose that On 
Your Mark needs to increase the change fund from $100 to $125. A check 
is written for $25. In the journal entry, Change Fund is debited for $25 and 
Cash in Bank is credited for $25. This brings the Change Fund 
account balance to $125. 


Using the Change Fund 


The amount of cash in the change fund is put into the 
cash register drawer at the beginning of 
the day. When a cash sale occurs, the sales- 
clerk rings the sale on the cash register. 
The sale is automatically recorded on the 
cash register tape. At the end of the day, 
the cash in the cash register drawer is 
counted. A cash proof is prepared to ver- 
ify that the amount of cash in the drawer 
equals the total cash sales for the day plus 
the change fund. The amount of cash in the change fund is set aside q 
for use as change for the next day. The balance of the cash from the 
drawer is deposited in the checking account. 

Let's look at an example. Suppose On Your Mark has $470 in the cash 
register drawer at the end of the day on May 15. The cash register tape shows 
that cash sales, including sales tax, total $370. Figure 22-1 shows the cash 
proof. As you can see, the amount of cash in the drawer at the end of the 
day minus the amount of cask in the change fund equals the total sales 
shown on the cash register tape. 

Most businesses require that salesclerks sign the cash proof to indicate 
that they have counted the cash in the drawer and verified its accuracy. The 
supervisor also checks these amounts and signs the cash proof. The cash 
proof form is attached to the cash register tape, which is the source docu- 
ment for recording the cash sales for the day. 
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Figure 22-1 Cash Proot Form 


CASH PROOF 


May 15, 20--_ 





Cash | ster Ni di 
May 15 
| Tape 71 — 
HHI | s__470.00 
| 348.00 CA n a 100.00 
22.00_ST a e 
ni _$ 370.00 


















Managers 
To become a man- 
ager of an Outback Tom Blake 
Steakhouse restaurant, a Supervisor _@eta Keegan 
manager must invest 
personal savings of $25,000 
in the restaurant. The com- 
pany believes that it gets 


better results when man- Recording Cash Short 


agers have a personal stake 


in the success of the and Over 


restaurant. 














Many cash transactions occur during 





each business day. Occasionally, a salesclerk 
makes an error and gives the incorrect 
amount ot change to a customer. When this 
| happens, the amount of cash in the cash 


register drawer, less the beginning change 





fund, does not agree with the cash sales 


amount recorded on the cash register tape. If the salesclerk gives a customer 





too much change, the amount of cash in the drawer at the end of the day 


is short. If the salesclerk gives a customer too little change, the cash amount 


| 1S OVEr. 
| [he amount of cash either gained or lost because of errors is recorded in 
| | the Cash Short & Over account. Cash Short & Over is a temporary account. 
| Cash shortages are expenses to the business; they are recorded as debits to 
Cash Short & Over. Cash overages are revenue for the business; they are 
recorded as credits to Cash Short & Over. The Cash Short & Over account 
does not have a normal balance. 
Cash Short & Over 
| 
| 
| Deb Cred 
S Cash 
| S ges O ges 


\t the end of the fiscal period, the balance of the Cash Short & Over 


account is closed to Income Summary. Let’s look at an example. 
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Business Transaction 


On May 2 the cash register tape shows that cash sales are $520 and sales taxes are $26, fora 
total of $546. The actual cash in the cash register drawer, after subtracting the amount of the change 
fund, is $545. | 
‘EST NT ETO SR AIS TIE TIED ET SO, EE MI | 
T ACCOUNTS Cash Short & Over 


Cash in Bank 














Debit Credit Debit Credit 
+ - 
545 l 
Sales Sales Tax Payable 
Debit Credit Debit Credit 
- + ~ + 
520 26 


























JOURNAL ENTRY GENERAL JOURNAL pace 33 
DATE DESCRIPTION Poi DEBIT CREDIT 
1 20-- | LIL [a 
2 May 2 Cash in Bank 545100 | | 2 
3 Cash Short & Over 100 | 3 
4 Sales 52000 4 
5 Sales Tax Payable 12600 5 
6 Cash Proof—Cash reg. tape | | | 6 
7 7 

















The journal entry to record a cash overage is similar to that for a cash 
shortage, except that Cash Short & Over is credited for the amount ot the 
overage. In the previous example, suppose that the amount of cash in the 
drawer is $547 after the amount of the change fund is subtracted. In the 
journal entry, Cash in Bank would be debited for $547 and Cash Short & 
Over would be credited for $1. The credits to Sales and Sales Tax Payable 
would remain the same. 


A MATTER OF ETHICS 


Ethical Decision Making: 


Petty Cash Funds 


You are the petty cashier for a local theater 
group. The group’s petty cash fund is used for taxi 
fares to and from the airport for actors, directors, 
and set designers. One day, you forget to bring 


@ What are the ethical issues? 


What are the alternatives? 


e 
@ Who are the affected parties? 
e 


some cash for your lunch. You consider borrowing 
five dollars from the petty cash fund and leaving an 
IOU. After all, you'll pay it back the next day. 


How do the alternatives affect 
the parties? 


What would you do? 
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SECTION 1 Check Your Understanding. 


Now that vou have studied this section, complete the following questions and problems. 





Thinking Critically 


1. Explain what happens to the cash in a cash register drawer at the end of a business day. 





| 2. Suppose a salesclerk makes an error and gives an incorrect amount ot change to a customer. 


Explain how this error is recorded in the accounting records. 














Communicating Accounting 


[he Children’s Consignment Shop operates primarily 





with cash transactions. The shop is open only on Fridays 
and Saturdays and does a brisk business. You are hired to 
maintain the accounting records for the shop. Dorothy 
Douglas, the owner, wants to increase the change fund from 
$100 to $200. Write a note to Dorothy explaining the trans- 
action. Remind her to notity the salesclerks that the change 





fund will be increased bv $100. 


Problem 22-1 Preparing a Cash Proof 








The change tund tor Messina's Grocery Store is $200 per cash Mar 31 
register. On March 31 total cash sales from cash register six are Tape 49 
$964 and sales taxes are $57.84. A count of cash shows $1,216.84 
in the cash register drawer. 964.00 CA 
. 57.84 ST 
Instructions 


(1) Use the form in your working papers to prepare a cash 
proof. Sign your name as the salesclerk. 
(2) Record the March 31 cash sales on page 2 of a general 


journal. 





Problem 22-2 Recording a Cash Overage 


The change fund for Visions Hair Salon is $300 per register. On April 
14, at the end of the business day, the manager counts the funds in the 


register. Cash sales total $1,496 and sales taxes amount to $89.77 in 
register two. The cash drawer contains $1,895.77. da 


Instructions 

(1) Use the form in vour working papers to prepare a cash proof. Sign vour 
name as the salesclerk. 

(2) Record the April 14 cash sales and overage on page 4 ot the general 


journal. 
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The Petty Cash Fund 


Businesses often make small 
cash payments for delivery fees, 
postage stamps, supplies, and 
other similar purchases. To handle 
these payments, businesses esta- 
blish a special cash fund called 
petty cash. 


Establishing the 
Petty Cash Fund 


Small, incidental cash pay- 
ments are made from the petty 
cash fund . The word “petty” 
indicates that only small amounts 
of cash are paid out of this fund. 
When setting up a petty cash fund, each business determines the maxi- 
mum amount that will be Pale out by a Saas cash disbursement. A 





and All payments over the maximum amount are paid by check. 


The a LA for maintaining the petty cash fund and for 





To establish a as cadi fund, a business estimates the amount of 
cash needed in the fund for a certain period of time, usually a month. This 
estimate is based on the company’s past experiences in making small cash 
payments. 

Let’s look at an example. On Your Mark decides to establish a petty 
cash fund. Crystal Casteel, an office clerk, is appointed petty cashier. The 
petty cash fund will contain $100. Any disbursements or payments under 
$10 will be paid from the petty cash fund. Any payments over $10 will 
be paid by check. The company accountant, Greta Keegan, prepares a 
check for $100, payable to “Petty Cashier Crystal Casteel,” to establish the 
fund. The transaction is recorded in an asset account called Petty Cash 
Fund. Crystal cashes the check and places the money, consisting of small 
denominations of bills and coins, in a petty cash box. For better internal 
control over the fund, the petty cash box is kept in an office safe or a 
locked desk drawer. Crystal is responsible for the $100 in the petty cash 
fund. When members of the staff need small amounts of cash for items 
like stamps or office supplies, Crystal will disburse the cash and store the 
receipts in the petty cash box. 


Section 2 











= eae 
What You'll Learn 

¢ How a business estab- 
lishes a petty cash fund. 

¢ How to prepare petty 
cash requisitions to 
replenish the petty 
cash fund. 

¢ How to use a petty cash 
register to record petty 
cash disbursements. 

¢ How to record the jour- 
nal entry to replenish 
the petty cash fund. 

* Howto determine 
whether petty cash is 
short or over and record 
the amount of the 
shortage or overage. 


Why It's Important 


Businesses use petty 
cash funds because writing 
checks for small amounts is 
impractical, costly, and time 
consuming. 


petty cash fund 

petty cash disbursement 
petty cashier 

petty cash voucher 
petty cash requisition 
petty cash register 
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Business Transaction 


On May 1 Check 2151 for $100 was issued to establish the petty 
cash fund. 





ANALYSIS Identify 1. The accounts affected are Petty Cash Fund 
and Cash in Bank. 
Classify 2. Both Petty Cash Fund and Cash in Bank are asset accounts. 
+/- 3. Petty Cash Fund is increased by $100. Cash in Bank is decreased 
by $100. 
n n 
DEBIT-CREDIT RULE 4. Increases to asset accounts are recorded as debits. Debit Petty Cash 


Fund for $100. 
5. Decreases to asset accounts are recorded as credits. Credit Cash in 





Bank for $100. 
T ACCOUNTS 6. Petty Cash Fund Cash in Bank 
Debit Credit Debit Credit 
+ - + - 
100 100 











OURNAL ENTRY ; 
J 7 GENERAL JOURNAL pace 32 
DATE DESCRIPTION De DEBIT CREDIT 
s May 1 Petty Cash Fund 10000 | 5 
6 Cash in Bank | 10000 6 
7 Check 2151 7 
8 8 











a 


Sometimes petty cash disbursements occur more often than expected, 


nar” international and the petty cash fund is used up before the end of the specified time 


ACCOUNTING 


period. If this happens often, the company may decide to increase the 
amount of the fund. To increase the petty cash fund, debit the Petty Cash 
Weather Forecasts Fund account and credit the Cash in Bank account for the amount of the 
Before embarking on 
a business trip, find out 
the current weather of 
your destination. Selecting 
the proper clothes can 
make a big difference in 
how comfortable you feel 
during a presentation or 
neeting. 





increase. 


Making Petty Cash Payments 


The petty cashier is responsible for making payments from the petty 
cash fund. Whenever a cash payment is made, a petty cash voucher is 
completed. A petty cash voucher is a proof of payment from the petty 
cash fund. 

Figure 22-2 shows a petty cash voucher. Petty cash vouchers are usually 
prenumbered. If they are not, the petty cashier numbers them as they 











are issued. 
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The petty cash voucher includes the following information: 


the date of the payment 

the person or business to whom the payment is made 
the amount of the payment 

the reason for the payment 

the account to be debited 


e ee ae ee 


the signature of the person approving the payment (usually the petty 
cashier) 
7. the signature of the person receiving the payment 


After the petty cash disbursement is made, the voucher is filed in the 
petty cash box until the fund is reimbursed. 


PETTY CASH VOUCHER 


pi May 2, 20-- 


è 7.10 


No. 001 

2 to_Premier Office Supply Co. 
a Printer paper 

ae Supplies 


Approved by 


6 Crystal Casteel 


Payment received by 


7 John Marks 


Replenishing the Petty Cash Fund 


As payments are made from the petty cash fund, the amount of cash in 
the petty cash box decreases. Some businesses set a minimum amount that 
must be kept in the petty cash box. When the amount of cash in the petty 
cash box reaches the minimum amount, the petty cash fund is replenished. 
Replenishing the petty cash fund restores the fund to its original cash balance. 

The petty cash fund is replenished once a month, when the balance 
reaches the minimum amount, or at the end of the fiscal period. 

When the petty cash fund is replenished, the general ledger accounts 
affected by petty cash disbursements (such as Supplies and Delivery Fees) 
are updated. 

To replenish the petty cash fund, you reconcile the cash balance in the 
fund and then prepare a petty cash requisition form. 


Reconciling the Petty Cash Fund 


The petty cash fund is reconciled to determine whether or not the fund 
is in balance. To reconcile the petty cash fund, the petty cashier first adds 
all the paid petty cash vouchers. This total is then subtracted from the orig- 
inal cash balance of the petty cash fund. The difference is the reconciled petty 
cash balance, or the amount of money that should be in the petty cash box. 
If the count of the cash in the petty cash box agrees with the reconciled bal- 
ance, the petty cash fund is in balance. If the two amounts do not agree, 
the petty cash fund is either short or over. 









Petty Cash Vouchers 
For internal control of 
petty cash, most businesses 
use prenumbered petty 
cash vouchers. 






Figure 22-2 
Petty Cash Voucher 


| a Ee ATE 
Flas hb acks. 


THE BARTER SYSTEM 
In Europe, the incon- 


venience of the barter sys- 
tem for the rising merchant 
class led to the development 
of currencies, banking, and 
the money economy system 
around 1000 ap. 
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On May 31 the total of all the petty cash vouchers for the 
month was $87.75. As you recall, the original petty cash balance 
was $100. The reconciled petty cash balance is: 


| | Original balance $100.00 
| Total of paid petty cash vouchers = 0/5 
| Reconciled petty cash balance $ 12.25 


The amount of cash in the petty cash box that Crystal counted 
was $12.25. The petty cash fund, therefore, is in balance. 
Preparing a Petty Cash Requisition Form 


After the petty cash fund is reconciled, the petty cashier 


prepares a petty cash requisition. A petty cash requisition isa 


form requesting money to replenish the petty cash fund. Figure 22-3 shows 





a typical petty cash requisition. This form serves as the source of information 
for the check written to replenish the petty cash fund. The check stub then 
serves as the source document for the entry recorded in the general journal. 
To prepare the petty cash requisition, the petty 

cashier first sorts the paid petty cash vouchers by 














account. The vouchers for each account are totaled. 
The account title and the total amount to be debited 
to that account are recorded on the petty cash req- 
VE eee uisition. Look at Figure 22-3 again. During May, 


PETTY CASH REQUISITION 


| pay ments were made Amount 
| On Your Mark made petty cash disbursements 
| affecting the general ledger accounts Supplies, 
| supple? tette Advertising Expense, Delivery Expense, and 
| Advertising Expense 14.80 È o 
Delivery Expense 19.00 Miscellaneous Expense. 


the amount of cash needed to replenish the petty 
cash fund. When the accountant receives the petty 





| 
| 

| Miscellaneous Expense 29.50 The total of all the paid petty cash vouchers is 
TOTAL CASH NEEDED 








TO REPLENIE BUND tizi cash requisition from the petty cashier, a check is 

written for the total of the paid vouchers. The check 

| Requested by: Crystal Casteel Vate SATO is made pavable to the petty oe who cashes the 

||| check and places the money in the petty cash box. 
| Approved by Greta Keegan Date Sla 1/20-- 





va 24 Using a Petty Cash Register 
Some businesses use a petty cash register to 


ij »22-3 Pettv fi 
Figure 22-3 Petty record all disbursements made from the petty cash fund. The petty cash reg- 
| Cash Requisition : i na N 
| ° ister is a supplemental record that summarizes the types of petty cash dis- 
bursements. It is not an accounting journal because amounts from this 


register are not posted to general ledger accounts. 


Recording Petty Cash Vouchers in 
a Petty Cash Register 


Not all businesses that have a petty cash fund use a petty cash register. 
Those who do might use a form similar to that shown in Figure 22-4. This 
illustration shows how On Your Mark's petty cash vouchers are recorded. In 
the example, the establishment of the fund is followed by the month’s 


disbursements. 
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PETTY CASH REGISTER PAGE ] 
DISTRIBUTION OF PAYMENTS 
Pena SUFREES EXPENSE EXPENSE ACCOUNT nr AMOUNT 
1 
710 710 3 
250 250 4 
980 Adv. Expense 980 5 
950 950 6 
350 350 7 
1|25 1|25 8 
250 2150 9 
950 950 10 
350 350 11 
845 845 12 
100 100 
500 Adv. Expense 
640 640 
950 950 
2445 1900 








DATE | NO DESCRIPTION 

1 20-- 

2 May 1 — Est. Petty Cash ($100) 

3 2.1 Printer paper 

4 3 2 Postage on incoming mail 
5 4 3 Newspaper Ad. 

6 S 4° Gas & Parking 

7 7. S Daily newspaper 

8 8 6 Collect telegram 

9 10) 7 Pens and pencils 

10 128. Dara's Delivery Service 

11 16 9 Daily newspaper 

12 18 10 Memo pads 

13 20 11 Postage stamps 

14 22 12 AdinH.S. vearbook 

15 26 15. File folders 

16 29 14. Dara's Delivery Service 

17 30 15. Gas & tolls 

18 SI Totals 

19 
20 Reconciled bal. $ 12.25 
21 Replen. check +87.75 
22 Total $ 100.00 
23 








Figure 22-4 A Typical Petty Cash Register 


Notice that the establishment of 
the petty cash fund on May 1 is noted 
on line 2 of the register. On each line 
that follows, each petty cash payment 
is identified by date, voucher number, 
and a brief explanation. The amount 
of each disbursement is entered in the 
Payments column and in the appro- 
priate Distribution of Payments col- 
umn. There are three special amount 
columns: Supplies, Delivery Expense, 
and Miscellaneous Expense. The Gen- 











Lyfe 


eral Amount column is used for petty cash payments that do not belong in 


one of the three special amount columns. The Account Name is written to 


the left of the amount. 


Totaling and Proving the Petty Cash Register 


When the petty cash fund is replenished, the petty cash register is 


totaled and proved. Refer to Figure 22-4 as you read the following steps on 


totaling and proving a petty cash register: 


Section 2 








Ad 














Internships 
Internships at accounting 
firms and the IRS provide 
part-time jobs for students. 
In addition to earning a 
salary, students gain prac- 
tical experience in the field 
of accounting. They can also 
investigate possible career 
paths in some specialized 
fields of accounting. 
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Avoiding Errors 
To help you find errors: 


* use a printing calculator 
to add column totals or 
figure account balances, 


* then compare the 
amounts on the calcu- 
lator tape to those in 











Petty Cash Fund 
[he only time the 
Petty Cash Fund 
account is debited is 
when the petty cash 
fund is initially 
established or when 


is increased 
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your accounting records. 















the amount of money 
in the petty cash fund 





— 


. Enter the date the fund is being replenished in the Date column. Also 
enter the word “Totals” in the Explanation column. 

. Single rule the amount columns. 

. Foot each amount column. 


a WwW IN 


. Verify that the total of the Payments column is equal to the total of the 
Distribution of Payments columns. 





Payments Distribution of Payments 
$24.45 Supplies 
14.80 Advertising Expense 
19.00 Delivery Expense 
29.50 Miscellaneous Expense 
$8775 = $ 87.75 


Once verified, the totals are recorded below the footings. 

5. Draw a double rule under the amount columns to show that the totals 
are proved. 

6. You will now enter the petty cash fund replenishment information. Skip 
one line, then enter the reconciled petty cash balance (the amount of 
cash that should be in the petty cash box before it is replenished). For 
On Your Mark, that amount is $12.25. 

7. On the next line, write the amount of the check written to replenish the 
petty cash fund. 

8. Add the balance that should be in the petty cash fund and the amount 
of the check. The sum should equal the original amount of the petty 
cash fund. 


As you can see, the petty cash register helps the petty cashier keep track 
of the petty cash disbursements by account. When the petty cash fund is 
replenished, the totals of the special columns and the amounts recorded in 
the General column are listed on the petty cash requisition form. 


Using a Petty Cash Envelope 


Small businesses sometimes use petty cash envelopes for recording petty 
cash disbursements. A form very similar to the petty cash register is printed 
on the front of the petty cash envelope. Petty cash disbursements are 
recorded on the form on the envelope. 

The paid petty cash vouchers are placed in the petty cash envelope. 
When the petty cash fund is replenished, the petty cash envelope, contain- 
ing all the paid vouchers for the period, is sealed and filed. A new envelope 
is used to record the next period’s petty cash disbursements. 


Journalizing the Check to Replenish 
the Petty Cash Fund 


When the check is written to replenish the petty cash fund, a journal 
entry is recorded to update the general ledger. The check stub and the petty 
cash requisition are the source documents for recording the journal entry. 
Let’s look at the analysis of the journal entry. 

Notice that the Petty Cash Fund account is not affected by this trans- 
action. When replenishing petty cash, always credit Cash in Bank and debit 
the accounts for which petty cash payments were made. 


Cash Funds 


Re 


On May 31 Check 2341 is written to replenish the petty cash fund. 








rr 


ANALYSIS Identify 


Classify 


+/- 


4. 


DEBIT-CREDIT RULE 


SS o_o _ rr _ _ __mp 


T ACCOUNTS 


ee ,->+—-©>-- 


JOURNAL ENTRY 


2. 


7. 


The accounts affected are Supplies, Advertising Expense, Delivery 
Expense, Miscellaneous Expense, and Cash in Bank. 

Supplies is an asset account. Advertising Expense, Delivery Expense, 
and Miscellaneous Expense are expense accounts. Cash in Bank is an 
asset account. 

Supplies is increased by $24.45. Advertising Expense is increased by 
$14.80. Delivery Expense is increased by $19. Miscellaneous Expense 
is increased by $29.50. Cash in Bank is decreased by $87.75. 


Increases in asset accounts are recorded as debits. Debit Supplies for 
$24.45. Increases in expense accounts are recorded as debits. Debit 
Advertising Expense for $14.80. Debit Delivery Expense for $19; and 
Miscellaneous Expense for $29.50. 

Decreases in asset accounts are recorded as credits. Credit Cash in | 
Bank for $87.75. 








Supplies Advertising Expense 
Debit Credit Debit Credit 
+ 7 + — 
24.45 14.80 


Delivery Expense Cash in Bank 





Debit | 








Credit Debit Credit 
2 - + - 
19.00 87.75 





Debit 


Miscellaneous Expense 





Credit 





+ — 
29.50 








GENERAL JOURNAL PAGE 41 | 
DATE DESCRIPTION eee DEBIT CREDIT 
1 20-- || | 1 
2 May 31 Supplies | 2445 | 2 
3 Advertising Expense | 1480 | | 3 
4 Delivery Expense | 1900 | 4 
5 Miscellaneous Expense | 2950 5 
6 Cash in Bank Lt | 8775 6 
7 Check 2341 | | | 7 
8 | | 8 
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CONNECT TO... 
FN 


Hammurabi's code, 
perhaps the first written 
laws, gave ancient Mesopo- 


tamia several economic 
guidelines. Inheritance rules, 
interest rates on loans, and 
damage assessments on 
cattle fields were all defined. 


Handling Cash Short and Over 
in the Petty Cash Fund 


lhe petty cashier may occasion- 
ally make an error when paying out 


cash from the petty cash fund. 


When this happens, the amount of 
cash in the petty cash box will not 
agree with the reconciled petty cash 
balance. Any amounts of cash 
gained or lost through errors made 


by the petty cashier are recorded in 


the Cash Short & Over account. 





Let’s look at an example. At the 
end of June, Crystal Casteel, the petty cashier at On Your Mark, classified 
I 


and totaled the petty cash vouchers. The accounts affected by the petty cash 


disbursements are: 


Supplies $15.75 
Advertising Expense 25.00 
Delivery Expense 20.45 
Miscellaneous Expense 21.80 


[he total petty cash disbursements for June were $83. Crystal then rec- 


onciled the petty cash fund. 








Original balance $100 

Total of paid petty cash vouchers = BS 

$ Reconciled petty cash balance SW 
When Crystal counted the cash in the petty cash box, she found that 
Short there was only $15.50. The petty cash fund was short $1.50. To bring the 
41.50 petty cash fund up to the original $100, $84.50 is needed ($83 + $1.50). The 


$1.50 cash shortage is an expense and is debited to the Cash Short & Over 
account. 

When Crystal prepared the petty cash requisition form, she listed the 
accounts to be debited for the petty cash disbursements. She also indicated 


that the Cash Short & Over account is to be debited for $1.50. Figure 22-5 


shows the journal entry to record the replenishment. 

Figure 22-5 Journal Entry 

to Replenish the Petty GENERAL JOURNAL PAGE _ #9 

Cash Fund DATE DESCRIPTION ESD DEBIT CREDIT 

20-- 1 

2 June 30 Supplies |_|7}5|75 2 
3 Advertising Expense | 25|00 3 
4 Delivery Expense | 2045 4 
5 Miscellaneous Expense | 21/80 5 
6 Cash Short & Over | 1150 6 
7 Cash in Bank | 8450 7 
8 8 
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A petty cash overage is recorded in a similar manner. If, for example, 
the cash in the petty cash box is $17.75, there is a cash overage of 75€. Cash 
Short & Over is credited for that amount in the journal entry. Instead of 
needing $83 to replenish the fund, only $82.25 is required. 

If a business uses a petty cash register, the cash shortage or overage is also 
reported in that record. Figure 22-6 shows how the June cash shortage of 
$1.50 would be recorded in the petty cash register. 


PETTY CASH REGISTER PAGE 2 
DISTRIBUTION OF PAYMENTS 
DATE |YOU DESCRIPTION PAYMENTS n DELIVERY MISC GENERAL 
EXPENSE EXPENSE ACCOUNT NAME AMOUNT 


1 20-- 
2 June 1 16 Postage stamps 


1 
sho dt 





























14, 30 29 Button Adv. Expense 
15, 30 Totals 0) 

16 

17 | Reconciled bal. $ 17.00 

18 Cash short (1.50) 

19 Replen. check 84.50 

20 Total $100.00 

21 


Figure 22-6 Recording a Cash Shortage in the Petty Cash Register 


ANALYZING FINANCIAL REPORTS 


Calculating Price-Earnings Ratios 


When deciding whether to buy stock, analysts and investors look at stock price information, such as 
highs and lows over a period of time. They might also calculate the price-earnings (PE) ratio. The PE ratio 
compares the current market value of a stock with its earnings per share. Usually, the higher the ratio, the less 
attractive the stock to investors. Here’s the formula to calculate the PE ratio: 


Current market value per share 
Earnings per share 





Price-earnings ratio = 


You'll find earnings per share reported at the bottom of the Consolidated Statements of Operations for 
Ben & Jerry’s. 


> Analyze the Report: 

Use the Consolidated Statements of Operation on page 804 to answer 
these questions: 

1. What is the range of stock prices over the past three quarters? 

2. Calculate the price-earnings ratio using the lowest and then the 

highest stock prices. — 
3. Describe how stock price affects the PE ratio. How would you use this 
_ ratio in deciding which stocks to buy? 
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SECTION2 | Check Your Understanding | 





Now that you have studied this section, complete the following questions and problems. 








Thinking Critically 
1. How do you determine if a petty cash fund is short or over? 
2. When replenishing the petty cash fund, which accounts are debited and which are credited? 








Computing in the Business World 


It is another busy day at Olde Time Swimming Hole, a 
private swimming facility for your neighborhood. You have 





a summer job running the concession stand, and you main- 
tain the petty cash fund. To make your accounting easier, 


you record the cash sales and the petty cash transactions 





in one report at the end of the day. You always attach the 
cash register tape to prove the cash drawer. Using the following figures, determine the revenue 
| | and expenses for the day. How much money will remain in the cash drawer? 





| Opening cash drawer $225 
Petty cash fund 100 

Cash sales 600 
| Pool supplies bought SI 
Photocopy paper purchased 8 





Problem 22-3 Analyzing a Source Document 


The petty cash clerk for Riddle’s Card Shop 
prepared the following petty cash requisition: PETTY CASH REQUISITION 


Instructions Review the document and 


prepare Check 973 to replenish the petty cash Accounts for which 
. payments were made Amount 


fund in your working papers. 


| Office Supplies $12.40 
| Postage Expense 12.00 
Misc. Expense 16.00 
Cash Short and Over ( .89) 


TOTAL CASH NEEDED 


TO REPLENISH FUND $39.51 
Requested by Brent Roy Date 2/28/20-- 


Approved by Hugh Morrison Date 


ChediNos Are 
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GHAPTER 22 SUMMARY 








KEY CONCEPTS 


A change fund is the money used to make change for cash transactions. 


. The asset account Change Fund is usually debited only once—when the change fund is 


established. 
To record the establishment of a change fund: 
Debit: Change Fund Credit: Cash in Bank 


At the end of each business day, a cash proof is prepared to reconcile the cash in the register to 
the recorded cash sales. 
The Cash Short & Over account is used to record errors in making change and in petty cash 
disbursements. 
To record a cash shortage: 

Debit: Cash in Bank Credit: Sales 

Debit: Cash Short & Over Credit: Sales Tax Payable 


To record a cash overage: 
Debit: Cash in Bank Credit: Sales 
Credit: Sales Tax Payable 
Credit: Cash Short & Over 


A petty cash fund is the cash a business has on hand for making small, incidental cash payments. 
The asset account Petty Cash Fund is usually debited only once—when the petty cash fund is 
established. 
To record the establishment of a petty cash fund: 

Debit: Petty Cash Fund Credit: Cash in Bank 


A petty cash voucher is prepared by the petty cashier when a disbursement is made from the 
petty cash fund. 
The petty cashier prepares a petty cash requisition to request that the petty cash fund be 
replenished. 
To record the replenishment of the petty cash fund with no shortages or overages: 

Debit: Various Assets and Expenses Credit: Cash in Bank 


To record the replenishment of the petty cash fund with a shortage: 
Debit: Various Assets and Expenses Credit: Cash in Bank 
Debit: Cash Short & Over 


To record the replenishment of the petty cash fund with an overage: 
Debit: Various Assets and Expenses Credit: Cash in Bank 
Credit: Cash Short & Over 


A petty cash register or a petty cash envelope is used to keep a record of all petty cash 
disbursements on one form. 


Chapter 22. Summary 
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\s the financial manager of The Tennis Center, you believe 





||| USING KEY TERMS 
i 


a petty cash fund should be established. Using the terms below, 
prepare a one-page memorandum to convince your boss, 


Megan Long, to open a petty cash fund: 


ill | change fund petty cash requisition 
| petty cash disbursement petty cash voucher 
| petty cash fund petty cashier 


| . 
| petty cash register 





Understanding Accounting 
Concepts and Procedures 


Instructions 
On a separate sheet of paper, answer the following questions: 


1. Which accounts are debited and credited when a change fund is established? 


N 


When does a cash shortage occur? 


Explain why a cash shortage is treated like an expense. 


o 


Why would a business set up a petty cash fund? 


Ww 


What are the responsibilities of the petty cashier? 

6. List three payments that might be made from a petty cash fund. 

7. Which accounts are debited and credited to establish a petty cash fund? 
8. What information is contained on a petty cash voucher? 

9. How often is the Petty Cash Fund account debited? 


10. Why should the petty cash fund be replenished at the end of the fiscal period? 





11. What is meant by reconciling the petty cash fund? 
12. Explain the procedure for replenishing the petty cash fund. 
13. Why is the petty cash register not considered a journal? 


14. How are petty cash envelopes used? 
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Case Study... 


Merchandising Business: Health Foods 





The Healthy Alternative is an organic food store Online Banking 

that sells vitamins and natural health-care products. Need to check es sie k 

, ; balance? Apply for a loan? Transfer 
The store has two electronic cash registers that track SETT ua 

: , money from savings to checking? It 

inventory and record sales directly to the compu- vou have a computer with Internet 
terized accounting system. The owner of the store is access, you can do all these things 
concerned because the actual cash on hand is usually from your home. 
short when compared to the sales records. Do This: 


. Do the banks in your commu- 
nity have Web sites? 


Thinking Critically: 

1. You work for a local CPA firm that is auditing the 
accounting records for The Healthy Alternative. % Choosenne site listed abowe: 11st 
What advice would you give the owner about cash the services that are provided to 
controls and protection? online customers. 

2. Explain to the owner why it is important for the 4. Make a list of the advantages 


È and disadvantages of online 
cash records to match the accounting records. banking 


. List three banks and their Web 
site addresses. 











Conducting an Audit with Alex 





Alex is auditing the petty cash transactions of 


» Donnell’s Decorating. He has asked you to review Workplace Skills 


§ the journal entry and the list of petty cash 
Me vouchers from which the entry was prepared. È 
Integrity 
In the workplace you may face situations 
where you are asked to make a decision that 
Misc. Expense $ 6.25 breaks with commonly held personal or societal 
Delivery Expense S values. Your ability to comprehend and choose 


Voided the ethical course of action is a mark of integrity. 
Samples Expense 


Misc. Expense On the Job: 

Delivery Expense 5 Fun Farm is a hands-on, educational working 
farm where elementary students learn about 
planting crops, harvesting, and raising animals. 

GENERAL JOURNAL As you review the activity of Fun Farm’s petty 
"Er CREDIT cash fund, you notice some unusual disburse- 
| ments and cash shortages. 


DATE DESCRIPTION 
1 20-- | 
2 July 31 Misc. Expense | | 
3 Delivery Expense | 

4 Petty Cash Fund 2/7|30 
5 

6 


Thinking Critically: 
Check 327 | In the course of your audit, you begin to 
Lia ls suspect that someone in the company is taking 
funds out of petty cash and either not preparing 
Instructions Determine if the journal entry is a voucher or falsifying a voucher. Discuss with a 
correct. If not, why? partner how you should handle this situation. 
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| Maintaining Cash Funds 
Making the Transition from a Manual to a Computerized System 





















Maintaining the check 1. A check stub or deposit slip is the 


1. Checks and deposits are 
WNIT register 


source document for journalizing automatically entered in the check 


cash payments. register when transactions are 


(N°) 


\ running balance must be journalized and posted. 


calculated in the check register as de- | 2. The checking account balance is up- 







posits are made or checks are written. dated as each transaction is posted. 


















. Enter bank statement balance. 
2. Verify outstanding checks and 


1. Compare the check register with 
bank statement. 
\dd deposits in transit to the 





Reconciling the bank 
statement 


DN 


deposits not included on 
statement balance. statement. 
3. Deduct outstanding checks. 3. Record bank charges as a 
4. Deduct bank charges from check pavment. 
register. 


. Journalize and post bank charges. 





Maintaining Cash Funds in PEACHTREE 


Peachtree Question Description 


How do I review the check . From the Reports menu, select Accounts Payable. 
register in Peachtree? . Select Check Register from the Reports list. 
. Select Screen. 
. At the Filter window, set the range of checks to be displayed. 
. The register shows the check number, date, payee, cash account, and 
the amount of the check. 








From the Tasks menu, choose Account Reconciliation. 
Enter the Cash in Bank number you wish to reconcile. 
Enter the ending balance from the bank statement. 

Mark the clear box for each check listed on the statement. 


How do I reconcile the bank 
statement? 


BwWN 


Mark deposits that have cleared. 

Click Adjust to record the journal entry for the service charge. 
The reconciliation process is complete when the Unreconciled 
difference equals $0.00. 





No 


What does the software do . During Account Reconciliation, Peachtree will prompt you until the 
“behind the scenes?” difference between the cash account and the bank statement has been 
reconciled, thus assuring that the check register is accurate. 
. Each time the Account Reconciliation is accessed, it contains the 
| previously reconciled information. 
1} |] 
ill 
| 
| 








For detaile@@instructions: See the Peachtree User Guide in your Glencoe Working Papers. 
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Problem 22-4 Establishing 
a Change Fund 


On February 1 Sunset Surtwear issued 
Check 115 to establish a change fund of 
$150. At the end of the business day on 
February 2, the shop’s cash register tape 
showed cash sales of $340 plus sales taxes 
of $17. An actual cash count of the money 
indicated that $505 was in the cash register 
drawer. 


Instructions 
(1) Record the entry to establish the change fund on page 1 of the 
general journal. 
(2) Prepare a cash proof for Feb. 2. Sign your name on the 
Salesclerk line. 
(3) Record the cash sales for Feb. 2 on page 1 of the general journal. 


Analyze: Does the shortage or overage represent revenue or expense to 
the business? 





Problem 22-5 Establishing and Replenishing a 
Petty Cash Fund 


InBeat CD Shop established a petty cash fund for $100. 


Instructions 
(1) In your working papers, record the entry to establish the petty cash 
fund on page 6 of a general journal. 
(2) Record the entry for replenishing the petty cash fund on page 10 of 
the general journal. There was $5 cash in the petty cash fund box on 
February 28. 


Date Transactions 


Issued Check 112 for $100 to establish the petty cash fund. 
Issued Check 146 to replenish the petty cash fund. Paid 


petty cash vouchers included Supplies, $40; Advertising 
Expense, $16; Maintenance Expense, $27; and Miscellaneous 
Expense, $12. 








Analyze: Was cash short or over? 


Chapter 22 








Complete chapter 
problems one of two 
ways: 
Manual Working 
Papers in your 
—— Glencoe Workbook 
or 
Peachtree for 
Windows 


7A 
J PEACHTREE 


SMART GUIDE 





Step-by-Step Instructions: 
Problem 22-4 


1. Select the problem set 
for Sunset Surfwear 
(Prob. 22-4). 

2. Rename the company 
and set the system date. 

3. Record the entry to 
establish the change 
fund using the General 
Journal Entry option. 

4. Manually prepare a cash 
proof. 

5. Record the cash sales 
using the General 
Journal Entry option. 

6. Print a General Journal 
report and proof your 
work. 

7. Answer the Analyze 
question. 

8. End the session. 


Problems 619 
































Step-by-Step Instructions: 
Problem 25-5 


1 


6. 


7. 


. Select the problem set 


for InBeat CD Shop 
(Prob. 22-5). 


. Rename the company 


and set the system date. 


. Record the entry to 


establish the petty cash 
fund. 


. Record the entry to 


replenish the petty cash 
fund. 


. Print a General Journal 


report and proof your 
work. 

Answer the Analyze 
question. 

End the session. 


TIP: Use the General 
Journal Entry option to 
record the cash fund 
transactions. 


UT PEACHTREE 
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Step-by-Step Instructions: 
Problem 22-6 


1. 


7. 


8. 


Select the problem set 
for Shutterbug Cameras 
(Prob. 22-6). 


. Rename the company 


and set the system date. 


. Record the entry to 


establish the petty cash 
fund. 


. Make a list of the petty 


cash vouchers and then 
manually prepare a petty 
cash requisition. 


. Record the entry to 


Answer the Analyze 
question 
End the session. 


TIP: Use the General 
Journal Entry option to 
record the cash fund 
transactions. 
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Problem 
a Petty 


Shutterb 
fund. On February 1 tl 


establish the fund. Ih 
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22-6 Establishing and Replenishing 
Cash Fund 


ug Cameras 


1eras, a camera store, decided to establish a petty cash 
le accountant, Al Rosen, issued Check 1018 for $70 to 


following disbursements were made. 


a 


Instructions 


(1) In vo 


Ur WOTRKIN: 


r working papers, record the entry to establish the petty cash 


7, T tT + 


fund on page 9 of a general journal. 


(2) Makea 


list of the paid petty cash vouchers. 


(3) Classify the pettv cash disbursements bv account. Calculate the total 


Date 


VA] 


paid out for each account. 


epare a pettv cash requisition, signing vour name as the pettv 


On Februarv 28 there was $1.50 in the petty cash box. 


in the general journal (page 11) to replenish the 


v cash fund on Februarv 28. Use Check 1191. 


Transactions 
Purchased memo pads for the office, $2.75, Voucher 101 
(Supplies). 
Prepared Voucher 102 for a newspaper ad, $7.50 (Advertising 
Expense). 
Prepared Voucher 103 for the postage on an outgoing package, 
$1.75 (Miscellaneous Expense). 
aid Dandv Delivery Service $5.65, Voucher 104 (Delivery 
Expense). 


Prepared Voucher 105 for pens and pencils, $3.75 (Supplies). 
Paid $2.20 for postage stamps, Voucher 106 (Miscellaneous 
Expense). 


I 110 Dandy 


ald Dandy Deliverv Service $6.75, Voucher 107 (Delivery 

Expense). 

Paid the news carrier $4.25 for deliverv of the daily newspaper, 
ucher 108 (Miscellaneous Expense). 

Bought tvping paper for $7.50, Voucher 109 (Supplies). 

Paid $4.50 to Dandy Delivery Service, Voucher 110 

(Delivery Expense). 

Prepared Voucher 111 for an advertisement, $10 (Advertising 

Expense). 

Paid $4.40 f 

Expense). 

Prepared Voucher 113 for an advertisement, $7.50 (Advertising 

Expense). 


r postage stamps, Voucher 112 (Miscellaneous 





— cas 





Expense du 


Analyze: What were the total pettv cash disbursements for Delivery 


) 


ring February: 


SOURCE DOCUMENT 
PROBLEM 


Problem 22-7 Using a 
Petty Cash Register 


Cycle Tech Bicycles decided to establish a petty 


cash fund. On February 1 the accountant issued 
Check 3724 for $120 to establish the fund. The 
following disbursements were made. 


Instructions 


(1 


(2 


n 


(3) 
(4) 
(5) 


(6) 


NININ 
CO 





In your working papers, record the entry to 

establish the petty cash fund in a general journal, page S. 

Enter the information about the establishment of the petty cash 
fund on line 1 of a petty cash register, page 1. 

Record the petty cash disbursements in the petty cash register. 
Foot, total, and prove the petty cash register on February 28. 
Record the petty cash fund replenishment information in the 
explanation column below the totals. On February 28 there was 
$4.35 in the petty cash box. 

Prepare a petty cash requisition form. Use the form provided in your 
working papers and sign your name as petty cashier. 

Record the issuance of Check 3875 to replenish the petty cash fund 
in the general journal, page 8. 


Transactions 
Prepared Voucher | for a $9.25 newspaper advertisement 
(Advertising Expense). 
Prepared Voucher 2 for pens and pencils, $5 (Supplies). 
Paid $12.50 for flowers for an employee’s birthday, Voucher 3 
(Miscellaneous Expense). 
Bought cash register tape for $3.95, Voucher 4 (Supplies). 
Prepared Voucher 5 for $15 to pay National Express for parts 
delivered (Delivery Expense). 
Paid $3.90 for postage stamps, Voucher 6 (Miscellaneous 
Expense). 
Paid $16 to have the show window cleaned, Voucher 7 
(Miscellaneous Expense). 
Bought an $11 advertisement in the local newspaper, Voucher 8 
(Advertising Expense). 
Bought stationery for $10, Voucher 9 (Supplies). 
Prepared Voucher 10 to National Express for packages delivered, 
$8.25 (Delivery Expense). 
Prepared Voucher 11 incorrectly and voided it. 
Purchased memo pads for the office for $3, Voucher 12 (Supplies). 
Paid the news carrier a $4 tip for the daily newspaper delivery, 
Voucher 13 (Miscellaneous Expense). 


NN 


Continued & 
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Step-by-Step Instructions: 
Problem 22-7 


1. Select the problem set 
for Cycle Tech Bicycles 
(Prob. 22-7). 

2. Rename the company 
and set the system date. 

3. Record the entry to 
establish the petty cash 
fund. 

4. Manually record the petty 
cash disbursements. 

5. Prepare a petty cash 
requisition. 

6. Record the entry to 
replenish the petty cash 
fund. 

7. Print a General Journal 
report and proof your 
work. 

8. Answer the Analyze 
question. 

9. End the session. 


TIP: Use the Add and 
Remove buttons if you need 
to edit a multi-part general 
journal entry. 





SOURCE DOCUMENT 
PROBLEM 





Problem 22-7 


Use the source docu- 
ments in your working 
papers to record the trans- 
actions in this problem. 
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Step-by-Step Instructions: 
Problem 22-8 


Select the problem set 
for River's'Edge Canoe & 
Kayak (Prob. 22-8). 


. Rename the company 


and set the system date. 


. Record the entry to 


establish the petty cash 
fund. 


. Manually record the petty 


cash disbursements. 


. Reconcile the petty cash 


register and prepare a 
petty cash requisition. 


. Record the entry to 


replenish the petty cash 
fund. 


. Record the entry to 


increase the petty cash 
fund. 


. Print a General Journal 


report and proof your 
work. 


. Answer the Analyze 


question. 


. End the session. 
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Date Problem 22-7 (cont.) Transactions 


Paid $6.80 for postage stamps, Voucher 14 (Miscellaneous 
Expense). 

Prepared Voucher 15 for a $10 newspaper advertisement 
(Advertising Expense). 











Analyze: How many payments were made from the petty cash fund 


during the month of February? 





Problem 22-8 Handling a 
Petty Cash Fund 


River’s Edge Canoe & Kayak petty cash 
fund was established on February 1 for 
$100, by writing check 1763. The accounts 
for which petty cash disbursements are 
likely to be made include Supplies, Gas 
Expense, Advertising Expense, Delivery 
Expense, and Miscellaneous Expense. 





Instructions 
(1) In your working papers, record the entry to establish the petty cash 
fund on page 12 of a general journal. 
(2) Record the establishment of the fund on the first line of the petty 
cash register, page 1. 
(3) Record each petty cash disbursement in the petty cash register. 
(4) Foot, prove, total, and rule the petty cash register on February 28. 
(5) Reconcile the petty cash fund. The amount in the petty cash box 
is $1.50. 
(6) Prepare a petty cash requisition. Sign your name as petty cashier. 
(7) Record the entry to replenish the petty cash fund by issuing Check 
1798 in the general journal, page 15. 
Record the replenishment information in the petty cash register. 
The accountant believes the petty cash fund should be increased by 
$25. Record the issuance of Check 1799 on February 28. 


(8 
(9 


— — 


Transactions 


Bought an $8 advertisement in the local newspaper, 
Voucher 101. 
Prepared Voucher 102 for $7.50 to pay Mercury Messenger for 


packages delivered. 
Bought adding machine tape for 75¢, Voucher 103. 
Paid $9.50 for flowers for an employee’s birthday, Voucher 104. 


Continued 





Problems 


CHAPTER 22 PROBLEMS 





Date Problem 22-8 (cont.) ‘Transactions 


Prepared Voucher 105 for $5.25 for a typewriter ribbon. 

Paid $4.40 for postage stamps, Voucher 106. 

Bought $9 worth of gasoline, Voucher 107. 

Paid $8.50 to have the shop’s windows washed, Voucher 108. 
Bought memo pads, pencils, and pens for office use, $6.30, 
Voucher 109. 

Prepared Voucher 110 for $7.50 to pay Mercury Messenger for 
packages delivered. 

Prepared Voucher 111 incorrectly and voided it. 

Bought stationery for $8, Voucher 112. 

Paid the news carrier $4.75 for the daily newspaper, 

Voucher 113. 

Prepared Voucher 114 for $7.50 to pay Mercury Messenger for 
packages delivered. 

Bought gasoline, $5.80, Voucher 115. 

Prepared Voucher 116 for a newspaper advertisement, $5. 


Analyze: List the petty cash disbursements that are charged to the 
Miscellaneous Expense account. 





Problem 22-9 Locating Errors 
in a Petty Cash Register 









On February 1 a petty cash fund of $150 was 
established for Buzz Newsstand, Check 1198. The 
petty cashier writes a voucher for each petty cash 
disbursement. The vouchers are entered in a petty cash 
register, which is included in your working papers. When 
the petty cash register was totaled on February 28, the 
accounting clerk discovered that the footings of the 
Distribution of Payments columns did not equal the total of 
the Payments column. 


Instructions 

(1) Compare the following petty cash disbursement information in your 
working papers with the entries in the petty cash register. 

(2) Correct any errors you find in the petty cash register by drawing a 
line through the incorrect item and writing the correction above it. 

(3) Total all columns after the corrections are made. 

(4) Record the replenishment information on the register. The amount 
in the petty cash box on February 28 was $8.10. 


Analyze: How did you determine the amount of the check to replenish 
the petty cash fund on February 28? 
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Learning Objectives 


When you have completed this 
chapter, you will be able to: 


> Identify plant assets. 










> Explain the need to depreciate 
plant assets. 


> Calculate the annual depreciation 
expense of a plant asset. 


> Calculate depreciation for a 
partial year. 











Determine the book value of a 
plant asset. 








> Record adjusting entries in the 
general journal for depreciation. 


> Define the accounting terms 
introduced in this chapter. 






















affect the useful lives of depreciable assets such as computers? 


Plant Assets 


and Depreciation 


D Exploring the Real World of Business 


DEPRECIATING ASSETS 











Have you ever tested your skill as a hot-shot pilot or a 
professional sports coach? Video games give you the chance 
to put yourself in many different virtual worlds. 

The world’s largest interactive entertainment software publisher 
is Electronic Arts (EA), located in Redwood City, California. EA 
or its wholly-owned subsidiaries have created such popular video 
games as Madden NFL" Triple Play Baseball" Wing Commander” 
and Nuclear Strike? The games run on hardware such as the 
PlayStation, Nintendo 64, and personal computers. 

To create their products, Electronic Arts uses high- 
technology equipment, such as professional graphics software and 
computers. Video editing computers and special sound equipment 
are also needed. Professional level computer equipment costs 
thousands of dollars, and the company places each piece of 
equipment on a depreciation schedule. Because technology changes 
so quickly, the company frequently needs to upgrade its computers 
and software so it can remain the premier developer of software 
video games. 





What do you think? 
How do you think changes in computer technology 
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sg n na DI LEA DE SEE ERE A SENSE 


VV VALLI TA TT Pot ees 


All businesses have assets. Some 
of those assets become less useful 
over time because they wear out or 
become out-of-date. Examples of these assets 
might be company trucks or computers. Other 
assets, such as cash or accounts receivable, are 
not depreciated because their value remains the 

same over time. You'll learn how to identify 
depreciable assets and how to set up 
depreciation schedules in this chapter. 


D 


Î 
} 1. Inyour workplace, are there assets that 


are wearing out or need to be replaced? | 
What are they? 
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What You'll Learn 


* How to identify plant 
assets. 

* How to allocate the cost 
of a plant asset over its 
useful life. 


Why It’s Important 


Assets, such as buildings 
and machinery, are used 
for more than one account- 
ing period, so the cost of 
these assets is spread over 
a number of years. 












current assets 
plant assets 
depreciation 
disposal value 
straight-line depreciation 







Plant and Current Assets 
Plant assets are used 







for more than one 
accounting period. 
Current assets are 


consumed or con- 






verted to cash in one 





accounting period. 





SECTION | 


Plant Assets 
and Equipment 


Businesses own many different types of assets. One type 






ot asset requires special treatment in the accounting records. 
These assets, such as office equipment and buildings, have 
two things in common: 


e They are expected to produce benefits for 
the business for more than one year. 

e They are purchased for use in operating 
the business, not for resale. 


Electronic Arts owns many assets in 
this category, including computer, office, 
and delivery equipment. Let’s explore how 


businesses account for these types of assets. 


Current and Plant Assets 


Throughout this textbook you have learned about various assets that 
are used in the operation of a business. These assets can be classified as 
current assets or plant assets. 





Assets that are either consumed Long-lived assets that are used 
in the production or sale of 
other assets or services over 
business, usually one year. several accounting periods. 
Examples are: Examples are: 

e cash land 

buildings 

delivery equipment 

store equipment 

office equipment 


or converted to cash during the 
normal operating cycle of the 


e accounts receivable (collect 
cash from charge customers 
within a short period of time) 
merchandise (sold within a 
short period of time) 


In Chapter 18 you learned about assets such as supplies and prepaid 
insurance. As these assets are used, their costs are converted to expenses. 
This conforms to the matching principle of accounting, which states that 
during an accounting period expenses must be matched with the revenue 
earned. Since current assets are consumed during one accounting 
period, the costs of current assets are easily matched to the revenue for 


the period. 
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Plant assets, however, are used over a number of accounting periods. To 
follow the matching principle, the cost of a plant asset is spread, or allo- 


cated, over the periods that the asset will be used to produce revenue. 


Allocating the Cost of Plant Assets 

Allocating the cost of a plant asset over that asset’s useful life is called 
depreciation . For accounting purposes, all plant assets are depreciated, 
except for land. The cost of land is not depreciated, since land is considered 
to have an unlimited useful life. 

For example, suppose that a plant asset costs $40,000 and has a useful 
life of ten years. The cost of the asset is depreciated over ten years. A portion 
of the $40,000 is transferred to an expense account each year. At the end of 
ten years, the cost of the plant asset will have been expensed. 


Estimating Depreciation of a Plant Asset 


It is important to remember that depreciation is an estimate. No one can 
predict with certainty the useful life or the disposal value of an asset. 
There are four factors used to calculate depreciation: 


e¢ the cost of the plant asset 

e the estimated useful life of the asset 

e the estimated disposal value of the asset 
e the depreciation method used 


Plant Asset Cost 

The cost of a plant asset is the price paid for the asset plus any sales taxes, 
delivery charges, and installation charges. The total cost is the amount deb- 
ited to the plant asset account (for example, Delivery Equipment) at the 
time of purchase. 


Estimated Useful Life of a Plant Asset 


The estimated useful life of a plant asset is the number of years the asset 
is expected to be used before it wears out, becomes outdated, or is no longer 
needed by the business. The number of years a plant asset can be used varies 
from one asset to another. A delivery truck, for example, might have a useful 
life of six years. A building, on the other hand, might have a useful life of 
thirty years. 

In estimating useful life, the accountant considers past experiences with 
the same type of asset. The Internal Revenue Service (IRS) also publishes 
guidelines on the estimated useful lives for many types 
of assets. 


G 


VERA 

ù . , 
\ 

ZA 


Estimated Disposal Value Be = ar 
of a Plant Asset ff 


At some point a plant asset will be replaced, sold, or 
discarded. Usually this occurs while the asset still has 
some monetary value. For example, if a business buys a 
new delivery truck, the old delivery truck can often be 
traded in to reduce the price of the new truck. 


gel ‘aig 
IE #1 


Games 

Creating software 
games can cost mil- 
lions of dollars per game. As 


the largest game developer, 
Electronic Arts is well re- 
warded for its investments, 
earning over $600 million a 
year selling electronic games. 
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(NR The estimated value of a plant asset at its replacement time is called 





STI re weet > BL ay 
dis posal value . 


Phe disposal value assigned to a plant asset is 
f an estimate that is based on previous experience. The IRS also 


i publishes guidelines on disposal values. 


Depreciation Method 


yi here are several depreciation methods. In this course 





Il vou will learn a simple, widely used depreciation ae 








| method called the straight-line method. 
Ps E a . 
preciation equally dis- 


tributes the depreciation expense over 





an asset’s estimated useful life. Other 
methods of computing depreciation 
include units-of-production and 
ABO accelerated methods. 
Disposal Value 
Disposal value is also 
referred to as trade-in, 
| salvage, scrap, or residual 
| value. 
| 
| 


e Units-of-production method 
estimates useful life measured 
in units of use rather than 
units of time. 


e Accelerated depreciation methods are based on the theory that an 





asset loses more value in the early years of its useful life than in the 
later years. Two types of accelerated depreciation are the sum-of-the- 
vears -digits method and the declining-balance method. 


| ANALYZING FINANCIAL REPORTS 


The Income Statement: Vertical Analysis 


You learned about classified financial statements in earlier chapters. One reason for classifying financial 
statements is to make it easier to analyze the information they report. One type of analysis used is vertical 
analysis. With vertical analysis, each dollar amount on the statement is stated as a percentage of a base 
amount. In the case of the income statement, the base amount is net sales. Net sales is 100 percent, and all 
other amounts for that same year are stated as a percentage of net sales. 

Look at Ben & Jerry’s Consolidated Statements of Operations (their income statement). To complete a 
vertical analysis, each amount is calculated as a percentage of net sales. 
| Here’s a sample calculation showing costs of sales and gross profit as 

proportions of net sales. 


Net sales $167,155 100.0% 
Cost of sales 115,212 68.9 i 5 ea È 
Gross profit $ 51,943 31.1 aay Ft 
Calculations: 

| | $115,212 + $167,155 = 68.9% 


$51,943 + $167,155 = 31.1% 





» Analyze the Report: 
Use Ben & Jerry’s Consolidated Statements of Operations on page 804 to answer these questions: 


| |. Complete a vertical analysis for each of the three years reported on the income statement. 
| 2. !xplain how net income has changed in relation to net sales over the three years. 
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SECTION | Check Your Understanding 


Now that you have studied this section, complete the following questions and problems. 








Thinking Critically 


1. What is the difference between plant assets and current assets? 





2. List three examples of plant assets that are depreciated. Which plant asset should not be 


depreciated? 





Communicating Accounting 


As the accounting manager for Small Tykes Playworld, you are 






trying to convince the owners, Barbara and Bryson Billingsley, 
to purchase computers for the children to use. You must 
explain to them that the $20,000 investment can be depre- 
ciated and that they will be able to deduct the depreciation 
on the tax return of the business. Select a classmate with 
whom you can brainstorm the four factors affecting the 
estimate of depreciation. Together, prepare your recom- 
mendations and practice your presentation for your next 
meeting with the Billingsleys. 


Problem 23-1 Classifying Asset Accounts 


Listed below are the assets of New England Sports Equipment Inc. 


Accounts Receivable Office Equipment 
Buiiding Office Furniture 
Cash in Bank Petty Cash Fund 
Change Fund Prepaid Insurance 
Delivery Equipment Store Equipment 
Land Supplies 


Merchandise Inventory 


Instructions In your working papers, indicate whether each asset listed is a current asset 
or a plant asset by placing a check mark in the correct column. The first account is completed 
as an example. 


Current Asset Plant Asset 


Accounts 
Receivable 
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SECTION 2 






Calculating 
Depreciation 














When an asset is used by a business over a period of several years, 


What You'll Learn 


depreciation is calculated. Depreciation allocates the cost of the asset over 





° Howto calculate the the asset’s useful life. This results in the cost of the asset being matched 
annual depreciation of a against revenue that the asset generates. In this section you will learn 
plant asset. how to calculate depreciation. 


° How to calculate depre- ì a 
ciation for a partial year. Calculating Depreciation 

* Howto determine the 
book value of a plant 
asset. 


On Your Mark Athletic Wear purchased a delivery truck on January 5 
for $16,500 cash. The truck has an estimated disposal value of $1,500 
and an estimated useful life of five years. The purchase of the truck is 
Why It's Important recorded in On Your Mark’s general journal as follows: 


Businesses must 
maintain accurate records 


GENERAL JOURNAL PAGE 2 
of each plant asset and its 
related depreciation. DATE DESCRIPTION ee DEBIT CREDIT 
1 20-- |_| 1 
| TERMS 2 Jan. 5 Delivery Equipment 16 50000 Mall e 
3 Cash in Bank 16|500)00 , 3 
accumulated depreciation 4 Check 2205 || 4 


book value 











To calculate depreciation, you need to know the cost of the truck, 
the estimated useful life, and the estimated disposal value. 


First calculate the amount to be depreciated: 


Original _ Estimated _ Amount 
ACCOUNTING Cost Disposal Value to be Depreciated 
\Flashb, Acks. $16,500 — $1,500 = $15,000 








MONEY SYSTEMS 

In the late 600s Bc, the 
Mediterranean city-state of 
Lydia was the first to set 


The estimated disposal value represents the part of the asset’s cost 
that the business expects to recover. Therefore, the estimated disposal 
value should not be treated as an expense. 


prices and develop a money Next calculate the annual depreciation expense using the straight- 
system using coins—a line method: 

departure from the existin È 

von system : Amount . Estimated _ Annual 


to be Depreciated UsefulLife | Depreciation Expense 














$15,000 i 5 $3,000 
The annual depreciation expense for the delivery truck is $3,000. 
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Calculating Depreciation Expense 
for Part of a Year 


The $3,000 depreciation expense is for a full year. Suppose that On 
Your Mark purchased the delivery truck on April S instead of January S. 
During the first year, the delivery truck will be used for only nine months. 
Therefore, the depreciation expense is calculated for nine months. 


Annual Fraction _ Partial Year 
Depreciation Expense of Year Depreciation Expense 
$3,000 x 9/12 = $2,250 


Plant Asset Records 


Businesses maintain records for each plant asset and the depreciation 
taken for that asset. As you can see in Figure 23-1, this record provides 
detailed information about the delivery truck, including: 


1. the date of purchase 
2. the original cost 
3. the estimated useful life 


4. annual depreciation 
5. accumulated depreciation 
6. book value at the end of each year 


The lower part of the plant asset record contains the depreciation schedule. 
The amount of depreciation expense accumulates from one year to the next. 
Accumulated depreciation is the total amount of depreciation for a plant 
asset that has been recorded up to a specific point in time. The accumulated 
depreciation at the end of the third year is $9,000. 

The far right column of the depreciation schedule shows the book value 
of the plant asset, the original cost less accumulated depreciation. 

At the end of the third year, the book value of the delivery truck is $7,500 
($16,500 — $9,000). Notice that the book value of the delivery truck at the 
end of five years is $1,500. This is the truck’s estimated disposal value. Under 
the straight-line method, the truck is not depreciated below its estimated 
disposal value. 


PLANT ASSET RECORD 


1TEM _Delivery Truck GENERAL LEDGER ACCOUNT _Delivery Equipment 
MANUFACTURER __VanPower 


$1,500.00 


SERIAL NUMBER _2911-50041 
PURCHASED FROM _ Winding Creek Auto 
ESTIMATED LIFE _SyearsS 


EST. DISPOSAL VALUE 
LOCATION Company Garage 


DEPRECIATION. DEPRECIATION 
METHOD Straight-line PER YEAR 


$3,000.00 4 


5 


ACCUMULATED DEPRECIATION BOOK 


DATE EXPLANATION 
DEBIT CREDIT | BALANCE DEBIT CREDIT BALANCE | VALUE 


1 1/5/2000 | Purchased 6 16,500 





12/31/2000 13,500 
12/31/2001 10,500 
12/31/2002 7,500 
12/31/2003 4,500 
12/31/2004 1,500 
Section 2 












Book Value 
Book value = Original 

cost — Accumulated 

depreciation 






Key Points 


Cost Allocation 
After a plant asset is 


purchased, its cost is 
allocated over its 
estimated useful life. 


Figure 23-1 
Plant Asset Record 
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SECTION 2 Check Your Understanding 





Now that you have studied this section, complete the following questions and problems. 





Thinking Critically 


1. When using the straight-line method, how is the annual depreciation expense calculated? 





2. What type of information does the plant asset record contain? 











Computing in the 
Business World 


Office furniture for Teen Counseling Center 





is estimated at a total value of $45,000 with a 
10 percent disposal value. The estimated useful 
life is four years. Calculate the annual depreci- 





ation expense for the office furniture. 


Problem 23-2 Calculating Depreciation Expense 
Instructions 


For each of the following plant assets: 
(1) calculate the amount to be depreciated, 
(2) calculate the annual depreciation expense, 


(3) calculate the depreciation expense for the first year. 


Use the form provided in your working papers. 





Months Estimated 
Owned Original Disposal Estimated 
Plant Asset First Year Cost Value Useful Life 
1. Cash register 8 $ 450 $ 30 7 years 
2. Computer Z 6,500 1,500 S years 
3. Conference table 6 1,900 100 25 years 
4. Delivery truck 3 36,400 6,400 S years 
5. Desk 11 3,180 300 20 vears 





Problem 23-3 Completing a Plant Asset Record 


Use the following information to complete the blank asset record found in your working 


papers. The company uses the straight-line method for depreciating all plant assets. Item 
Purchased: Xerox Copier - Serial No. X42599757, $12,500, from K&C Office Equipment. 
Purchased: 10/1/2001 
Estimated Life: 5 years 
Location: Executive Offices 
Estimated Disposal Value: $1,700 
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Accounting for Depreciation 
Expense at the End of a Year 


c i 
What You'll Learn IR 
* Howto record adjusting ttl 
entries in the general | 
journal for depreciation. 

¢ How to record deprecia- 
tion adjustments on a | 

work sheet. | 

* How to report Depre- HIE 
ciation Expense and Il 


Atter depreciation on plant assets is 
calculated, adjustments are made to 
record depreciation for the period. These 
adjustments bring the general ledger in 


agreement with the plant asset records. 


Adjusting for 
Depreciation Expense 











When a plant asset is purchased, the A lated D | 
er ccumulate epre- Il} 
accountant sets up a depreciation sched- dik ci ii | 
ule for the asset, like the one shown in <iateimente | 
Figure 23-1. The amount of depreciation Wt 
expense for each plant asset is recorded Why It's Important | 
. i 3 III RO 
in the accounting records at the end of _ Ill i 
cea, “Geile dose iets oe Adjustments are made ili 
the vear. The information to record the d'a i WN IO 
i aa to record depreciation. iii Bi 
adjustments for depreciation comes from the plant asset records. This allows bicinesses to | | 
III | 
Ì 


Many businesses prepare a summary of depreciation for each type of 





present up-to-date financial | 
plant asset. For example, a business may have ten delivery trucks. Each information about plant I} 
truck has its own plant asset record. At the end of the year, the depreci- assets. | 


ere are 


ation expense for all ten trucks is totaled. This total is entered on a 





summary form under the name of the asset account, in this case, Delivery 





Equipment. Figure 23-2 shows On Your Mark’s depreciation summary 
form for its plant assets. 

As you can see, On Your Mark’s total depreciation expense for the 
year is $33,000. This amount includes the depreciation expense for all of 
the plant assets. The accumulated depreciation for all of On Your Mark’s 
plant assets is $100,250. 


Figure 23-2 Depreciation 


2000 SUMMARY OF DEPRECIATION EXPENSE Summary Form 


December 31, 2000 


Depreciation Depreciation 
Asset ‘Cost Expense to Date 
Building 50,000 2,500 8,125 
Delivery Equipment 16,500 3,000 9,000 
Office Equipment 50,000 2,500 8,125 
Store Equipment 250,000 25,000 75,000 
Totals 366,500 33,000 100,250 
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Combining Math 
Functions 


When combining mathe- 
matical functions, such as 
calculating and adding sales 
tax to a sale amount, 
$184.00 + ($184.00 x 0.05): 
* start with the 
multiplication first 

(184 x 0.05), 
then add (184). 








Key Points 


Normal Balances 

Ihe normal balance 
Of an asset account, 
such as Store Equip- 
ment, is a debit. The 
normal balance of a 
contra asset account, 
s Accumulated 
Depreciation—Store 


such . 


Equipment, is a credit. 
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The adjustment for depreciation affects two accounts: Depreciation 
Expense and Accumulated Depreciation. 


Depreciation Expense 


Depreciation Expense is an expense account. During the year the 
account has a zero balance because the adjustment for depreciation is 
recorded at the end of the period. Depreciation Expense is reported on the 
income statement. At the end of the vear, Depreciation Expense is closed 
to Income Summary. 

[here is a depreciation expense account for each type of plant asset. 
Some examples are: 


e Depreciation Expense—Delivery Equipment (trucks, vans, automobiles) 
e Depreciation Expense—Office Furniture (desks, chairs, filing cabinets) 


Accumulated Depreciation 


The balance of Accumulated Depreciation represents the total amount 
of depreciation expensed since the asset was purchased. There is an accu- 
mulated depreciation account for each type of plant asset. Typical account 


names are: 


e Accumulated Depreciation—Delivery Equipment 
¢ Accumulated Depreciation—Building 


Accumulated Depreciation is classified 
as a contra asset account. The balance of a 
contra account reduces the balance of its 
related account. In the case of an accumu- 
lated depreciation account, the related 
account is a plant asset account. For example, 
if the asset account is Delivery Equipment, 
the contra asset account is Accumulated 
Depreciation—Delivery Equipment. 


\ccumulated Depreciation 
Credit 
T 
Increase Side 
Normal Balance 
Side 


Debit 


Decrease Side 


The rules of debit and credit for an accumulated depreciation account are 
opposite those for an asset account. The balance of an accumulated depre- 
ciation account is reported on the balance sheet as a decrease to its related 


plant asset account. 


Account Name 


Asset Expense Contra Asset 








Del. Equip. Depr. Exp.—Del. Equip. Accum. Depr.—Del. Equip. 


Office Equip. Depr. Exp.—Office Equip. Accum. Depr.—Office Equip. 


Store Equip. Depr. Exp.—Store Equip. Accum. Depr.—Store Equip. 


Plant Assets and Depreciation 


Preparing the Adjustment 
for Depreciation Expense 


Let's record the depreciation adjustment for On Your Mark's delivery 
truck. Look at the depreciation schedule in Figure 23-1. The annual 


depreciation expense for the delivery truck is $3,000. 


On December 31 the accounting clerk for On Your Mark records the depreciation 
for the delivery truck. 


| 


ANALYSIS Identify 1. The accounts affected are Depreciation Expense—Delivery Equipment | 
and Accumulated Depreciation—Delivery Equipment. | 
Classify 2. Depreciation Expense—Delivery Equipment is an expense account. | 
Accumulated Depreciation—Delivery Equipment is a contra asset | 
account. 
+/- 3. Both Depreciation Expense—Delivery Equipment and Accumulated 


Depreciation—Delivery Equipment are increased by $3,000. 


rr | 


DEBIT-CREDIT RULE 4. Increases to expense accounts are recorded as debits. Debit 
Depreciation Expense—Delivery Equipment for $3,000. 
5. Increasesto contra asset accounts are recorded as credits. Credit 
Accumulated Depreciation—Delivery Equipment for $3,000. 


rr —»—»—+© _ |_"P_1_1]1 _# +" 





T ACCOUNTS 6. Depreciation Expense— Accumulated Depreciation— 
Delivery Equipment Ò Delivery Equipment 
Debit Credit Debit | Credit 
+ 7 - + 
3,000 | 3,000 








Similar adjustments are made to record depreciation for other plant 
assets, such as buildings and office equipment. 


Analyzing the Accumulated 
Depreciation Account 


Suppose this is the end of the third year of the 
estimated useful life of On Your Mark’s deliv- 





ery truck. For each year the same adjustment was 
made to record the depreciation of the delivery truck: 


e adebit to Depreciation Expense—Delivery Equipment 
* acredit to Accumulated Depreciation—Delivery Equipment. 
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Figure 23-3 Work Sheet 
with Depreciation 
Adjustments 


e ELE] 
SAGCCOUNTING 


Dating Documents 


When dating docu- 
ments for international 
use, writing out the month 
can eliminate confusion or 
misinterpretation. For 
example, in the U.S., the 
month is followed by the 
day and year: November 1, 
1999, or 11/1/99. In other 
countries, the day is often 
followed by the month and 
then the year: 1 November 
1999 or 1/11/99. 





23 
24 
25 





On Your Mark 


Work 
For the Year Ended 
ACCT TRIAL BALANCE ADJUSTMENTS 
SE da en DEBIT CREDIT DEBIT CREDIT 
| | | | | | | 
140 Delivery Equipment 1650000 
142 Accum. Depr.—Delivery Equip. 6 00000 (e) 30000)00 
145 Office Equipment 5000000 
147 Accum. Depr—Office Equipment 562500 (f) 250000 
615 Depr. Expense—Delivery Equip. (©) 300000 
620 Depr. Expense—Office Equip. (f) 250000 








After the books are closed each year, the Depreciation Expense— 
Delivery Equipment account has a zero balance. (Remember that expense 
accounts are closed at the end of each year.) In contrast, the Accumulated 
Depreciation—Delivery Equipment account shows the total amount of 
depreciation expensed since the asset was purchased. At the end of the third 
year, the total is $9,000. 


Accumulated Depreciation— 
Delivery Equipment 





Debit | Credit 
_ | + 
3,000 (first year depreciation) 
| 3,000 (second year depreciation) 
| 3,000 (third year depreciation) 
| Bal. 9,000 


Recording Depreciation Adjustments 
on a Work Sheet 


Atter the adjustment for depreciation is prepared, it is entered in the 
Adjustments section of the work sheet. 

Refer to Figure 23-3. Locate the accumulated depreciation accounts in 
the Trial Balance Credit column ($6,000 and $5,625). Notice that the 
depreciation expense accounts do not have balances in the Trial Balance sec- 
tion. Adjustments (e) and (f) are entered in the Adjustments section to show 
the depreciation adjustments for the year. Note that the depreciation ex- 
pense accounts are debited and the accumulated depreciation accounts are 
credited. Also note that no adjustments are made to the asset accounts. 

Each amount is extended to the other work sheet columns. 


Column Extended to 








Account Adjusted Trial Balance Financial Statement 
Del. Equip. Debit (unchanged) Balance Sheet 
Accum. Depr.—Del. Equip. — Credit (increased) Balance Sheet 
Office Equip. Debit (unchanged) Balance Sheet 
Accum. Depr.—Office Equip. Credit (increased) Balance Sheet 
Depr. Exp.—Del. Equip. Debit (increased) Income Statement 
Depr. Exp.—Office Equip. Debit (increased) Income Statement 
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Athletic Wear 
Sheet 
December 31, 20-- 


ADJUSTED TRIAL BALANCE 
DEBIT CREDIT 


[UO] LUO 
| 16/50000 


‘5000000 | 
| || || 8|125|00 


3/00000 
2.50000 


900000 


INCOME STATEMENT BALANCE SHEET 


DEBIT SI DEBIT CREDIT 
[TTI | TTT aaa 

16 SOOOO 8 

9000000 9 

50 00000 | 10 

8 12500 11 

3 00000 23 

2 50000 24 

25 


Figure 23-3 Work Sheet 
with Depreciation 
Adjustments (cont.) 








Reporting Depreciation Expense 
and Accumulated Depreciation 
on Financial Statements 


Figure 23-4 shows placement of the depreciation expense accounts on 
the partial income statement of On Your Mark. 


On Your Mark Athletic Wear 
Income Statement 
For the Year Ended December 31, 20-- 


I I I I 
Operating Expenses 
Depreciation Expense—Delivery Equip. 
Depreciation Expense—Office Equip. 


| Total Operating Expenses 
| Operating Income 


Figure 23-4 Income Statement 


Figure 23-5 shows placement of the plant asset and related accumu- 
lated depreciation accounts. Both types of accounts appear in the Assets 
section of the balance sheet. Notice that the accumulated depreciation 
account is listed immediately below the related plant asset account. 

For Delivery Equipment: 


e The original cost is entered in the first amount column ($16,500). 

e The accumulated depreciation is entered in the first amount column 
($9,000). 

e The difference between cost and accumulated depreciation is entered in 
the second amount column ($7,500). 
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3100000 
250000 


94/35 1100 





$1/342)00 


rn sm eee 
ENGLISH 


In Accounting, capital 
refers to money used to start 
up or grow a new business. 
The term comes from the 


Latin word for head—caput. 
In ancient times, nomadic 
herdsmen measured their 
wealth by the number of 
animals they had, a number 
reached by counting heads. 
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Figure 23-5 
Balance Sheet 


Delivery Equipment 


Office Equipment 





On Your Mark Athletic Wear 
Balance Sheet 
December 31, 20-- 


Assets | | 


Less: Accum. Depr.—Delivery Equip. 


Less: Accum. Depr.—Office Equip. 





[he $7,500 is the book value of the delivery equipment. The book value 


of each plant asset reported on the balance sheet should be the same as that 


shown on the plant asset record. 





IH] [|M 





Record the December 31 adjusting journal entries for depreciation. 





ANALYSIS Identify li 
Classify 2. 
+/- 5 


| 





Journalizing Adjusting Entries 
for Depreciation Expense 


After the work sheet is completed and the financial state- 
ments are prepared, adjustments for depreciation expense 
are recorded in the general journal. The information for the 
journal entries is taken directly from the Adjustments section 
of the work sheet. 





The accounts affected are Depreciation Expense—Delivery Equipment, 
Depreciation Expense—Office Equipment, Accumulated 
Depreciation—Delivery Equipment, and Accumulated Depreciation— 
Office Equipment. 

Depreciation Expense—Delivery Equipment and Depreciation 
Expense—Office Equipment are expense accounts. Accumulated 
Depreciation—Delivery Equipment and Accumulated Depreciation— 
Office Equipment are contra asset accounts. 

Depreciation Expense—Delivery Equipment is increased by $3,000. 
Depreciation Expense—Office Equipment is increased by $2,500. 
Accumulated Depreciation—Delivery Equipment is increased by 
$3,000. Accumulated Depreciation—Office Equipment is increased 
by $2,500. 





| 
| 
| 
| 


_1—=——_—_—_—————m—_-_—rr— 


DEBIT-CREDIT RULE 4. 
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Increases in expense accounts are recorded as debits. Debit 

Depreciation Expense—Delivery Equipment for $3,000 and | 
Depreciation Expense—Office Equipment for $2,500. | 
Increases in contra asset accounts are recorded as credits. Credit | 
Accumulated Depreciation—Delivery Equipment for $3,000 and | 
Accumulated Depreciation—Office Equipment for $2,500. | 


and Depreciation 








| 
T ACCOUNTS 6. Depreciation Expense— Accumulated Depreciation 
Delivery Equipment Delivery Equipment 
i | 
Debit Credit Debit | Credit 
+ | t 
3,000 | 3,000 
Depreciation Expense— Accumulated Depreciation— 


Office Equipment 


Debit Credit Debit Credit 
x - + 
2,500 2,500 





JOURNAL ENTRY i 


GENERAL JOURNAL PAGE 2/ 


POST. 
REF. 


DATE DESCRIPTION CREDIT 


1 20-- 

2 Dec. 31 Depr. Exp.—Del. Equip. 

3 Accum. Depr.—Del. Equip. 

4 31 Depr. Exp.—Office Equip. 

5 Accum. Depr.—Office Equip. 
6 

















Journalizing Closing Entries for 
Depreciation Expense 


After adjusting entries are journalized and posted, the next step in the 
accounting cycle is to close the ledger. In the second closing entry, you'll 
remember, accounts with debit balances in the Income Statement Debit 
column of the work sheet are closed to Income Summary. This closing entry 
includes the depreciation expense accounts. 

When this closing entry is posted to the general ledger, the balances of 
the depreciation expense accounts are reduced to zero. 








Second Closing Entry—Depreciation accounts only. 








ANALYSIS Identify 1. The accounts affected are Depreciation Expense—Delivery Equipment, 
Depreciation Expense—Office Equipment, and Income Summary. 
Classify _2. Depreciation Expense—Delivery Equipment and Depreciation 


Expense—Office Equipment are expense accounts. Income Summary 
is a temporary capital account. 

f= 3. Depreciation Expense—Delivery Equipment is decreased by $3,000 
and Depreciation Expense—Office Equipment is decreased by $2,500; 
the total decrease is $5,500. The $5,500 is transferred to the Income 
Summary account. 
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DEBIT-CREDIT RULE 





ACCOUNTS 6. 


Income Summary 


Debit 


5,500 





4. To transfer the expenses to the Income Summary account, debit 
Income Summary for $5,500. 

5. Decreases in expense accounts are recorded as credits. Credit 
Depreciation Expense—Delivery Equipment for $3,000 and 
Depreciation Expense—Office Equipment for $2,500. 


| —————_E—e__—_=w=__——=@—.—=<=5SG___—— 


Credit 


ii iii 





JOURNAL ENTRY 7. 
GENERAL JOURNAL PAGE__22__ 
DATE DESCRIPTION a: DEBIT CREDIT 
120-- | | 1 
2 Dec. 31 Income Summary $ 600,00 | 2 
3 Depr. Exp.—Del. Equip. | 300000 3 
4 Depr. Exp.—Office Equip. 2 50000 4 
5 | 5 





Depreciation Expense— 
Delivery Equipment 


Debit Credit 


+ = 


3,000 Clos. 3,000 


Depreciation Expense— 
Office Equipment 








Debit Credit 
2,500 Clos. 2,500 
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A MATTER OF ETHICS 


Who Will They Believe? 


Imagine that you are the newest employee— 
an accounting clerkK—for a small book publishing 


company. After nearly a year, you believe you 


have discovered evidence of embezzlement. 
You're not sure who is responsible, but you 
suspect the department manager or the senior 
accountant. You wonder if you should tell some- 
one. Who can you tell? Who would believe you? 


Chapter 23 Plant Assets and Depreciation 


Ethical Decision Making: 


s 


What are the ethical issues? 
What are the alternatives? 
Who are the affected parties? 


How do the alternatives affect 
the parties? 


What would you do? 





SECTION 3 Check Your Understanding 



















Now that you have studied this section, complete the following questions and problems. 





Thinking Critically 


1. Why are depreciation adjusting entries recorded at the end of the 





period? 
2. What does the balance of an accumulated depreciation account 
represent? 





Communicating Accounting 


You and your best friend, Paulina, are discussing whether or not to 





prepare plant asset records and a depreciation summary form for the 
equipment you purchased to start your screen printing business, 
Supreme T-Shirt Outfitters. Paulina says it’s too much work. What 
would you say to convince her of the need to prepare and maintain 
the depreciation records? 





Problem 23-4 
Analyzing a Source 





INVOICE NO. 14492 






































: AM Purpose Office Equipment 
Document : 996 Lake Drive, Sacramento, CA 94203 pr DATE: June 4, 20-- 
5 i / ORDER NO.: 22688 
Instructions In your working Universal Auto Supply SHIPPED BY. UPS 
TO 1422 Central Blvd. TERMS: Cash 
papers: | Sacramento, CA 94203 
(1) Record the purchase in the TY ITEM TUNIT PRICE] TOTAL 
general journal page 4. 1 Xerox Copy Machine $ 3,200.00 | $ 3,200.00 
È ala Serial Number 24X612987 
(2) Record the partial depreciation 
i . . Sales Tax 256.00 
expense for the first year in the Total $ 3,456.00 


general journal, page 7. 
(a) Disposal value—$200 
(b) Estimated useful life—S years 
(c) The company’s fiscal year ends on December 31. 
(3) Record the annual depreciation, one year later, in the general journal, page 13. 


Problem 23-5 Preparing a Depreciation Schedule 
and Journalizing the Depreciation Adjusting Entry 


Quade Corporation bought a copy machine on January 7 of the current year for $2,360. 
It has an estimated useful life of five years and an estimated disposal value of $100. 


Instructions In your working papers: 
(1) Prepare a depreciation schedule for the copy machine using the straight-line method of 
depreciation. (Use the form provided in your working papers.) 
(2) Journalize the adjustment for depreciation on the copy machine at the end of the first year. 
(3) Journalize the closing entry for the expense account affected by the adjusting entry. 
(4) What is the book value of the asset after five years? Is this the same as the disposal value? 
Section 3 641 


Accounting for Depreciation Expense at the End of a Year 
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CHRISTINE SPAGNOLA 


Controller 
SFX Broadcasting of PA, Inc. 


Q: How does one get the experience to be a 
controller? 

A: Work for a small company where you perform many e 

functions. | worked for a small company where | didn't make @ 

a lot of money, but | did receivables, payables, closings, bad 

debt, annual reports, auditing, and payroll. 


Q: What's difficult about being controller for a 
broadcasting company? 
A: There are frequent buy-outs. Each time the company is sold, 
| have to do a new chart of accounts, a new budget, and a new 
projection. So there Is a lot of redundant work. It is also hard to 
motivate a staff under these conditions. They may be determined 
to prove themselves to the new owners at first, but eventually they 
get tired of the changes and leave. 











Q: How does a person keep his or her job through 
the changes? 
A: Make yourself valuable to the organization. Show them you're an 
asset. Find the issues that need to be brought to their attention. Don't 
wait for them to ask you. Call them and tell them what you think. 


Q: What skills are most important to a controller? 

A: Problem solving. You have to be able to see things other people can't 
see. If you are given a new problem, you have to be able to complete the 
task. You have to make things happen. 














CAREER FACTS 


Nature of the Work: Oversee staff, make reports, budget, and keep financial reporting on 
track during transitions. 
Training or Education Needed: A bachelor’s degree in accounting. 
Aptitudes, Abilities, and Skills: Accounting, time management skills, problem-solving skills, 
communication skills, and interpersonal skills. 
Salary Range: $60,000 and up depending on location and company revenues. 

| Career Path: Start by working for small company to learn a variety of skills, then move up 
through other companies to a controller. 








| oinking Critically: In what ways could you demonstrate to a company that you are a 
valuable employee? 
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HOLL 








KEY CONCEPTS 








1. Plant assets are long-lived assets used in the production or sale of other assets or services Over 
several accounting periods. 

2. A plant asset is depreciated so that its cost is spread over its useful life. 

3. To calculate the annual depreciation expense of an asset, you must know its cost, estimated 
useful life, estimated disposal value, and depreciation method. 

4. To calculate annual depreciation: 


Original _ Estimated _ Amount to 
Cost Disposal Value be Depreciated 
Amountto . Estimated _ Annual 
be Depreciated Useful Life Depreciation Expense 


5. When depreciation is recorded, two accounts are affected: 
Accumulated Depreciation and Depreciation Expense. 





6. To calculate depreciation Annual x Fraction _ Partial Year 
for part of a year: Depreciation Expense of Year Depreciation Expense 
‘ci Accumulated 
7. To calculate book value: Original Cost — “ug: = Book Value 
pee eet 8 Depreciation 
8. To record depreciation: 
Depreciation Expense— Accumulated Depreciation— 
Description of Asset Description of Asset 
Debit Credit Debit Credit 
- - - + 
XX XX 


9. On the balance sheet, the accumulated depreciation accounts are listed immediately below their 
related plant asset accounts. 
10. To close depreciation expense accounts: 





Income Summary Depreciation Expense 
Debit Credit Debit Credit 
+ n 
XX XX 


Chapter 23. Summary 
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disposal value 
plant assets 


Straight-line depreciatio! 















Understanding Accounting 
Concepts and Procedures 


Instructions 


10. What is the classification of the Accumulated Depreciation account? 


t n } r+ r +h Jan + n WT n r+ ] 7 + > xd E + Sri 4° 
11. ] whicn account are the depreciation expense accounts ciosed at the end of the period! 
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Case Study... 


Merchandising Business: 
Photography Studio 

Karina Ludmiko has been photographing 
weddings and parties as a hobby for several years 
and has decided to open a business called The Photo 
Studio. The studio consists of a consultation room, 
a developing lab, and a portrait studio. Karina has 
come to you seeking help in setting up the 
accounting records for the business. 


Thinking Critically: 

1. Which accounts might be in the chart of accounts 
for The Photo Studio? 

2. Assume that the photography equipment used 
by The Photo Studio cost $25,000, has a useful 
life of ten years, and has no salvage value. Set up 
a depreciation schedule. 

3. Explain to Karina how depreciation of the photog- 
raphy equipment appears on the balance sheet 
and income statement. 


Conducting an Audit with Alex 


Brookside Sports Equipment Inc. purchased a new 
cash register for $3,900 on August 3 from Best 
Office Equipment. The cash register has an esti- 
mated useful life of ten years and an estimated 
disposal value of $300. Review the journal entry 
below and answer the following questions. 
1. What is wrong with the adjustment for 
depreciation made on December 31? 
2. Because of the error, is the book value of the 


cash register too high or too low? 





GENERAL JOURNAL pace 61 | 


DATE DESCRIPTION oer DEBIT CREDIT 


1 20-- | 
2 Dec. 31 Depr. Exp.—Store Equip. 36000 

3 Accum. Depr—Store Equip. 36000 
4 








inter NET 








Depreciating Assets 
As you learned in this chapter, 
business furniture and equipment 
are depreciated over their useful 
life. For tax purposes the IRS 
determines the period of time over 
which to depreciate qualifying 
property. Do you know what kinds 
of items can be depreciated? Let’s 
check with the IRS to find out. 
Do This: 
1. Locate the IRS Web site. 
2. Using the site’s search feature, 
locate the IRS publication that 
provides information about 
depreciating business equipment 
and furniture. 






















3. List five items that can be 
depreciated according to the IRS. 






4. Over what time period should 
each item be depreciated? 









Workplace Skills 









Working with Diverse Cultures 

An increasing number of businesses are 
opening international offices. Your ability to 
work with a variety of ethnic, social, educational, 
and gender groups indicates your acceptance of 
cultural diversity. 


On the Job: 

As the owner of Cool Runnings, a manu- 
facturer of skis, ice skates, and snowboards, you 
are committed to hiring employees from diverse 
cultures. You decide to offer workshops on cul- 
tural diversity, which will teach your employees 
techniques for cultural acceptance. 
















Thinking Critically: 

Develop a list of ten items to discuss in your 
workshops. These should be issues that deal 
with cultural awareness and gender issues in 
the workplace. 
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Recording Depreciation 
Making the Transition from a Manual to a Computerized System 


In a Manual System In a Computerized System 


1. Estimated annual depreciation is 1. Estimated annual depreciation is 
calculated when a fixed asset is calculated when a fixed asset is 
purchased. 

2. A depreciation journal entry is 
recorded for the month’s amount. 
The journal entry can be auto- 
matically posted each month as 
a recurring entry. 

3. Amounts are posted to the Deprecia- 
tion Expense and Accumulated 

Depreciation accounts. Their 

balances are automatically updated. 































Recording depreciation 


purchased. 
. Each accounting period, an adjusting 
entry is journalized and posted for 






N 








each plant asset account in the 
general ledger. 
3. The Depreciation Expense account is 





closed at the end of the fiscal year. 







7, Recording Depreciation in PEACHTREE 


Peachtree Question Description 


How do I set up accounts required | 1. Select Chart of Accounts from the Maintain menu. 
for depreciation entries in . Enter the account number for the new asset to be depreciated. 
Peachtree? 3. Enter the account name. For example, Delivery Equipment. 

4. Select Fixed Asset as the account type. 

. Set up account numbers and names for the Accumulated Depreciation 
account and the Depreciation Expense account for this asset in the 
same manner. Select the appropriate account type for each new 
account. 


How do I record depreciation for . Select General Journal Entry from the Tasks menu. 
fixed assets in Peachtree? . Enter the transaction to record the depreciation expense for the 
current period. 
3. Select the Recur icon. 
. Select the number of times and how often you want this transaction 
to recur. (Each month? Each quarter? Each year?) 
. Click OK to save. 


What does the software do . When you select the account type for accounts such as Fixed Assets, 
“behind the scenes?” Accumulated Depreciation, or Depreciation Expense, the software 
then positions these accounts in the appropriate places on the 
financial statements. 
. Using the Recur option for journal entries tells the system to post the 
entry at specified intervals to the accounts you have indicated. 





&d instructions: See the Peachtree User Guide in your Glencoe Working Papers. 
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APPLICATION OPTIONS 





Problem 23-6 Opening a Plant Asset Record 





On July 10 Sunset Surfwear purchased a scanner from Taunton Equip- 
ment for $1,500. Taunton Equipment charged Sunset Surfwear $200 to 
install the scanner. The scanner has an estimated useful life of four years 
and an estimated disposal value of $260. 


Instructions Prepare a plant asset record, including the depreciation 
schedule for the new scanner. Use the form provided in your working 
papers. 

Serial number: TMC46312 

General ledger account: Office Equipment 

Location: Main Street store 

Depreciation method: Straight-line 

Manufacturer: Brothers Company 


Analyze: How did you determine the book value at the end of each 
period? 





Problem 23-7 Recording 
Adjusting Entries for 
Depreciation 

The following adjustments for depreciation 


were entered on the work sheet for InBeat CD Shop 
for the year ended December 31. 















Adjustments 

Debit Credit 
Store Equipment 
Accumulated Depreciation—Store Equipment (e) 3,800 
Office Equipment 
Accumulated Depreciation—Office Equipment (f) 1,400 
Depreciation Expense—Store Equipment (e) 3,800 
Depreciation Expense—Office Equipment (f) 1,400 


Instructions Record the adjusting entries on general journal page 11. 


Analyze: How does the adjustment affect the book value of the store 
equipment? 


Complete chapter 
problems one of three 


ways: 
Manual Working 
Papers in your 
—— Glencoe Workbook 
or 
Peachtree for 
Windows 
—— Software 
or 


Glencoe 
3 Integrated 
— Accounting 
Software 
(Refer to software 
instructions) 
(Problem 23-10) 





Step-by-Step Instructions: 
Problem 23-7 


1. Select the problem set 
for InBeat CD Shop 
(Prob. 23 -7). 

2. Rename the company 
and set the system date. 

3. Record the depreciation 
adjusting entries. 

4. Print a General Journal 
report and proof your 
work. 

5. Answer the Analyze 
question. 

6. End the session. 


TIP: Use the General 
Journal Entry option to 
record adjusting entries. 


Chapter 23 Problems 647 
































JT PEACHTREE 
SMART GUIDE 


Step-by-Step Instructions: 
Problem 23-8 


1. Select the problem set 
for Shutterbug Cameras 
(Prob. 23-8). 

2. Rename the company 
and set the system date. 

3. Record the adjustments 
for depreciation using 
the General Journal 
Entry option. 

4. Print a General Journal 
report and proof your 
work. 

5. Print an Income 
Statement and a Balance 
Sheet. 

6. Manually prepare a 
Statement of Retained 
Earnings. 

7. Answer the Analyze 
question. 

8. End the session. 


TIP: Select the predefined 
financial statements 
(Income Statement and 
Balance Sheet). 


J PEACHTREE 


SMART GUIDE 





Step-by-Step Instructions: 
Problem 23-9 


1. Select the problem set 
for Cycle Tech Bicycles 
(Prob. 23-9). 

2. Rename the company 
and set the system date. 

3. Calculate the depre- 
ciation for the first two 
years. 

4. Record the depreciation 
adjustment for the first 
year using the General 
Journal Entry option. 

5. Print a General Journal 
report and proof your 
work. 

6. Answer the Analyze 
question. 

7. End the session. 
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Problem 23-8 Reporting Depreciation Expense 
on the Work Sheet and Financial Statements 


The trial balance of Shutterbug Cameras appears on the work sheet 





included in your working papers. All adjustments, except those for depreci- 
ation, are already recorded on the work sheet. 


Instructions 
(1) Record the tollowing adjustments for 
depreciation expense on the work sheet. 
(a) Depreciation for office equipment is 
$2,500. 
(b) Depreciation for store equipment is 
$1,200. 





(2) Complete the work sheet. 
(3) Prepare an income statement, statement of 
retained earnings, and balance sheet for Shutterbug Cameras for the year 


ended December 31. 


Analyze: What are the total current assets? 





Problem 23-9 Calculating and 
Recording Depreciation 
Expense 


Cycle Tech Bicycles purchased manufactur- 
ing equipment on August 1 for $410,000. The 
equipment has an estimated useful life of 25 
years and an estimated disposal value of $20,000. 


[he partial depreciation schedule found in your 





working papers is set up for the equipment. 


Instructions 

(1) Calculate annual depreciation, accumulated depreciation, and book 
value for each of the first two years. The fiscal year ends December 31. 
Use the form provided in your working papers. 

(2) Calculate the depreciation adjustment to be entered on the work sheet 
at the end of the first year. Use T accounts to show the accounts debited 
and credited. 

(3 


Journalize the adjustment for depreciation at the end of the first year, 
general journal page 21. 


(4) Post the adjusting entry to the general ledger accounts. 


Analyze: What is the balance of the accumulated depreciation account at 


the end of the first and second years? 
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Problem 23-10 Calculating and Recording 
Adjustments 


The December 31 trial balance of Rivers Edge Canoe & Kayak is included 
in your working papers. 


Instructions 
(1) Calculate and record end-ot-period adjustments on the work sheet. 
(a) Ending Merchandise Inventory is $15,000. 
(b) Supplies on hand total $1,450. 
(c) The amount of the expired insurance premium is $5,000. 
(d) Use the following information to calculate the estimated annual 
depreciation expense. 











Estimated Estimated 

Plant Asset Cost Disposal Value Useful Life 
Store Equipment $ 13,000 $ 1,000 10 years 
Delivery Truck 32,000 2,000 10 years 
Building 160,000 10,000 25 years 


(e) The total federal income tax expense for the year is $4,250. 
(2) Complete the work sheet. 
(3) Journalize and post the adjusting entries on page 16 of the general journal. 
(4) Journalize and post the closing entries on page 16 of the general journal. 


Analyze: What is the total depreciation expense for the year? 





Problem 23-11 Examining 
Depreciation Adjustments 





On May 2, Buzz Newsstand purchased a new machine from Yong 
Manufacturing Co. The machine cost $2,700, with an estimated disposal 
value of $100 and an estimated useful life of eight years. 

On December 31 the adjustment for depreciation for the first year was 
entered: Accumulated Depreciation—Store Equipment was credited for 
$325, and Depreciation Expense—Store Equipment was debited for $325. 


Instructions 
Answer the following questions regarding this adjustment: 

(1) What is wrong with the adjustment for depreciation made on December 
31? What is the correct entry? 


(2) One year from now, another adjustment for this machine will be entered 


on the work sheet. Assume the error from the previous year is not 
corrected. What amount should be entered in the Adjustments section 
for annual depreciation expense? 


Analyze: If the original error is not corrected, will the net income for the 
period be too high or too low? 
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Step-by-Step Instructions: 
Problem 23-10 


1. Select the problem set 
for River's Edge Canoe & 
Kayak (Prob. 23-10). 

2. Rename the company 
and set the system date. 

3. Calculate and record 
the end-of-period 
adjustments. 

4. Print a General Journal 
report and proof your 
work. 

5. Print an Income 
Statement and a Balance 
Sheet. 

6. Close the fiscal year. 

7. Print a Post-Closing Trial 
Balance. 

8. Answer the Analyze 
question. 

9. End the session. 
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CHAPTER 24 






Learning Objectives 


When you have completed this 
chapter, you will be able to: 


> Explain the direct write-off 
method and the allowance 
method of accounting for 
uncollectible accounts. 


> Journalize the entry to record the 
direct write-off of an uncollectible 
accounts receivable. 


> Journalize the adjusting entry for 
estimated uncollectible accounts. 


> Journalize the entry to write off an 
uncollectible account using the 
allowance method. 


> Journalize the entry to record the 
collection of an account that was 
| previously written off. 


| > Describe two methods that can be 
used to estimate uncollectible 
accounts expense. 


Uncollectible 


Bally Total Fitness 


Accounts 
Receivable 


a Exploring the Real World of Business 


ANALYZING CREDIT LOSSES 





Personal fitness is a major contributing element to good health 
and longevity. One company that has made its mark in the personal 
fitness industry is Bally Total Fitness, a national chain of health 
clubs. Bally fitness clubs offer members the use of exercise 
equipment and free weights, aerobics classes, swimming pools, and 
racquetball courts. The clubs also sell sports clothing and equipment 
and nutritional products. The company operates 320 clubs in 27 
states and Canada. Bally charges its members annual or monthly 
fees to use the club facilities. 

When a company such as Bally cannot collect payment for 
items charged by a club member, they must write off the debt in 
their accounting records. Too many write-offs will affect earnings and 
may cause the company to raise membership fees for all members 
to cover the losses. 









What do you think? 
If you worked for Bally Total Fitness, 

what would you do to help minimize losses 

from people who do not pay their debts? 


a 
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Ve ae a EC 
When people cannot pay their 

debts, businesses have to decide 

what to do about their losses. 

Retailers and banks are examples of businesses 

that are likely to have customers who fail to pay 

what they owe. When amounts owed to a 

business cannot be collected, the business 

records them in the accounting records. In this 

chapter, you'll learn how to estimate and record 

uncollectible amounts. 


1. Inyour workplace, does the business have 
customers who fail to pay what they owe? 

2. How does the business handle amounts it 
cannot collect? 




















Î 
What You'll Learn 


* Why businesses extend 
credit. 

e The direct write-off 
method of accounting 
for uncollectible 
accounts. 

* Howto record the 
direct write-off of an 
uncollectible accounts 
receivable. 

* How to record the 
collection of an account 
that was previously 
written-off under the 
direct write-off method. 


Why It's Important 


Sometimes charge 
customers fail to pay the 
amounts they owe. Unpaid 
accounts are eventually 
removed from the 
accounting records. 


uncollectible accounts 





direct write-off method 
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NS 


The Direct Write-Off 
Method 


In previous chapters, 
vou learned that many busi- 
nesses sell goods or services 
on account. Some charge 
customers cannot or will not 
pay the amounts they owe. 
Businesses such as JCPenney 
or Mervyn’s routinely deal 
with customers who do not 
pay their accounts. These 
uncollectible accounts are 


eventually removed from 





the accounting records. 


Extending Credit 


Selling goods and services on credit is a standard practice for busi- 
nesses of all sizes and types. Businesses sell on credit because they expect 
to sell more than if they accepted only cash. The additional sales on 
account result in higher profits. 

Before a business extends credit, it should check each prospective 
customer’s credit rating. This credit check helps the business determine 
the customer’s ability to pay the amounts charged on account. Retail 
stores often ask customers to complete a credit application. They also 
rely on reports from credit card companies and local retail credit bureaus. 
Wholesalers and manufacturers use reports from wholesale credit bureaus 
and national credit-rating organizations such as Dun & Bradstreet to 
check their customers’ creditworthiness. 


, or bad debt, is created when a customer 





fails to pay the amount due on account. An account that is uncollectible 
becomes an expense to the business. The account receivable is removed 
from the accounting records, and an expense is recorded. 

There are two ways to handle uncollectible accounts: the direct write- 
otf method and the allowance method. In this section, we will look at 


the direct write-off method. 


The Direct Write-Off Method 


The direct write-off method is used primarily by small businesses and 





those with few charge customers. Under the 


when the business determines that the amount owed is not going to be 


Uncollectible Accounts Receivable 





usr ’ N 


Ì f ia 
TIM (ite, 
L ‘i id i ; 


paid, the uncollectible account is 
removed from the accounting 
Consumer Debt 

U.S. consumer 
credit-card and 
installment debt totals over 
$1 trillion dollars. When 
divided by the population, 
consumer debt averages 
over $3,900 for each person 
in the United States. 


records. Uncollectible Accounts 
Expense is debited and Accounts 
Receivable (both controlling and 
subsidiary) is credited. 

Let’s look at an example of 


how this method is applied. 


Writing Off an 
Uncollectible Account 


On June 4 On Your Mark Ath- 
letic Wear sold football equipment 





on account to Robert Galvin for $250 plus $15 sales tax. 
The original transaction was recorded as a debit to Ac- 
counts Receivable (controlling) for $265 and credits to 
Sales for $250 and Sales Tax Payable for $15. Also, the 
subsidiary account Accounts Receivable—Robert Galvin 





was debited for $265. 
For over a year, On Your Mark tried to collect this account. It is now 







Direct Write-Off 


apparent that Robert Galvin is not going to pay the $26S. Method 

What this means to On Your Mark is that the business must decrease its The direct write-off 
Accounts Receivable account and increase its expense related to uncol- method is the only method 
lectible accounts. In effect, the business must decrease total assets and a business can use for 


increase total expenses when a customer fails to pay a debt. income tax purposes. 


On August 25 On Your Mark wrote off as uncollectible Robert Galvin’s account for $265, 








Memorandum 170. | 


ANALYSIS Identify 1. The accounts affected are Uncollectible Accounts Expense, Accounts | 
Receivable (controlling), and Accounts Receivable—Robert Galvin 
(subsidiary). 


Receivable (controlling) and Accounts Receivable—Robert Galvin 
(subsidiary) are asset accounts. 

+/- 3. Uncollectible Accounts Expense is increased by $265. Accounts 
Receivable (controlling) and Accounts Receivable—Robert Galvin 
(subsidiary) are decreased by $265. 


| 
Classify 2. Uncollectible Accounts Expense is an expense account. Accounts | 
| 
| 


DEBIT-CREDIT RULE 4. Increases to expense accounts are recorded as debits. Debit 
Uncollectible Accounts Expense for $265. | 
5. Decreasesto asset accounts are recorded as credits. Credit Accounts | 
Receivable (controlling) and Accounts Receivable—Robert Galvin | 
(subsidiary) for $265. | 
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T ACCOUNTS 6. Uncollectible Accounts Expense Accounts Receivable 
Debit Credit Debit Credit 
+ 7 + _ 
265 265 


Accounts Receivable Subsidiary Ledger 
Robert Galvin 











Debit Credit 
+ — 
265 
JOURNAL ENTRY a 
GENERAL JOURNAL pace 13 
DATE DESCRIPTION eee DEBIT CREDIT 
1 20-- 
2 Aug. 25 Uncollectible Accounts Expense 
3 Accts. Rec./Robert Galvin 
4 Memorandum 170 
5 











Figure 24-1 shows how this transaction is posted to the general ledger 
and the accounts receivable subsidiary ledger. 


ACCOUNT Accounts Receivable - ; ACCOUNT NO. . LIS: 
POST. BALANCE 
DATE DESCRIPTION di: DEBIT CREDIT den e 
2002 | 
Aug. 1 Balance v | 7|821|42 
25 Write-off G13 | 265|00 7|556|42 
| 
| 
ACCOUNT Uncollectible Accounts Expense ACCOUNT NO. 675 
BALANCE 
DATE DESCRIPTION e: DEBIT CREDIT DEBIT CREDIT 
2002 | | 
Aug. 25 G13 265,00 26 5|00 


| 


| 


NAME Robert Galvin a 
appress _ 10223 Riggs Circle, Mesquite, TX 75181 __ 


POST. 


DATE DESCRIPTION REF DEBIT CREDIT BALANCE 
2001 
June A S14 265 00 265 00 
2002 | 
Aug. 25 Written off as uncollectible G13 265,00 


Figure ‘4-1 Ledger Accounts after an Uncollectible Write-off 
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Notice the explanation entered in Robert Galvin’s account. When an 


Key Points 





account is written off as uncollectible, it is important to note on the sub- 
sidiary ledger that the account was written off, not paid off. Uncollectible Accounts 


To write off an 


Collecting a 
Written-Off Account 


Occasionally, a charge cus- 


account under the 
direct write-off method: 
Debit: Uncollectible 
Accounts Expense 
Credit: Accounts Re- 
ceivable (controlling 
and subsidiary). 


tomer whose account was written 
off as uncollectible will later 





pay the amount owed. When this 
happens: 
e = First, the customer’s account is 





reinstated, or reentered in the 





accounting records. 
e Second, the cash receipt is recorded. 


On September S On Your Mark received $265 from Robert Galvin, whose account was written off as 
uncollectible on August 25, Memorandum 176 and Receipt 1109. First reinstate the account receivable. 








ANALYSIS Identify 1. The accounts affected are Accounts Receivable (controlling), Accounts 
Receivable—Robert Galvin (subsidiary), and Uncollectible Accounts 
Expense. 
Classify 2. Accounts Receivable (controlling) and Accounts Receivable—Robert 


Galvin (subsidiary) are asset accounts. Uncollectible Accounts 
Expense is an expense account. 

+= 3. Accounts Receivable (controlling) and Accounts Receivable—Robert 
Galvin (subsidiary) are increased by $265. Uncollectible Accounts 
Expense is decreased by $265. 


a 


DEBIT-CREDIT RULE 4. Increases to asset accounts are recorded as debits. Debit Accounts 
Receivable (controlling) and Accounts Receivable—Robert Galvin 
(subsidiary) for $265. 
5. Decreases to expense accounts are recorded as credits. Credit 
Uncollectible Accounts Expense for $265. 


A 











T ACCOUNTS 6. ____ Accounts Receivable Uncollectible Accounts Expense 
Debit | Credit Debit | Credit 
+ | = + | — 
265 | 265 


Accounts Receivable Subsidiary Ledger 
Robert Galvin | 


Debit Credit 


265 | 
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GENERAL JOURNAL pace 14 








| DATE DESCRIPTION Fot DEBIT CREDIT 

| 120-- | 1 

| 2 Sept. $S Accts. Rec./Robert Galvin se] 26500 | 2 

| 3 Uncollectible Accts. Expense | 26500 3 
4 Memorandum 176 4 





name Robert Galvin a 
appress 10223 Riggs Circle, Mesquite, TX 75181 





After this transaction is posted, the cash receipt is recorded as a debit to 
Cash in Bank for $265 and a credit to Accounts Receivable (controlling) for 
$265. Also, the subsidiary account Accounts Receivable—Robert Galvin is 
credited for $265. Receipt 1109 is the source document for this entry. 

Figure 24-2 shows Robert Galvin’s subsidiary ledger account, 
which contains data about: the sale, the write-off, the reinstatement, and 
the cash receipt. 


POST. 


DATE DESCRIPTION REF DEBIT CREDIT BALANCE 
2001 
June 4 S14 12 6 5 00 26 5|00 
2002 | 
Aug. 25 Written off as uncollectible G13 | | 2 6 5,00 | | 
Sept. 5S  Reinstated G14 126 S| 00 '2 6 5|00 

5 G14 | | 265,00 Ar 
| | 


Figure 24-2 Robert Galvin Account 














A MATTER OF ETHICS 






Uncollectible Accounts Ethical Decision Making: 


@ What are the ethical issues? 








Suppose you're an accounts receivable clerk for 
an advertising agency. Your friend, Hector, owns What are the alternatives? 
a deli and has hired your advertising agency to 
create an ad for a local magazine. Hector’s busi- 
ness is having financial difficulties and he wants 
you to write off his account with your agency, the parties? 
although the account should not be considered 


Who are the affected parties? 


944 


How do the alternatives affect 


a 


What would you do? 
uncollectible yet. 
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SECTION | Check Your Understanding 





Now that you have studied this section, complete the following questions and problems. 








Thinking Critically 


1. Before a business extends credit, it needs to approve potential credit customers. What are 





some items a business needs to evaluate? Why is it important for a business to verify these 
before extending credit? 
2. Explain the use of the direct write-off method of accounting for uncollectible accounts. 








Communicating Accounting 


As an accounting clerk for The Music Connection, you 













are responsible for accounts receivable and uncollectible 
accounts. Six months ago a new dance club in town pur- 
chased a high-priced, state-of-the-art music system from 
your company. This account is still unpaid. Write a let- 
ter to the management of the dance club and request 
payment. In your letter indicate that if payment is not 
received within 30 days, the account will be turned over 


to a bill collection agency. 





Problem 24-1 Using the Direct Write-Off Method 


The Parker Supply Company uses 


È a i : ‘ker S iC rs MEMORANDUM 78 
the direct write-off method of account- Parker Supply Company 4 
ing for uncollectible accounts. 
x . TO Accounting Clerk 
Instructions In your working papers: FROM: Jon Herbert, Collection Manager 
DATE November 30, 20-- 


(1) Record the following transactions Susstdt iconica 


on page 21 of the general journ: 
on I age 1 of the gene ral jou! nal. It has been determined by the collection department that Account 


(2) Post the transactions to the No. 4698214, Sonya Dickson, in the amount of $630, is uncollectible 
. This memo is your authorization to write this amount off as uncollectible 
appropriate accounts. Thank you 


| Date | Transactions 


Apr. 10 | Sold merchandise on account to Sonya Dickson, $600 plus $30 sales tax, Sales 
Slip 928. 


Nov. 30 | Wrote off Sonya Dickson’s account as uncollectible, $630, Memorandum 78. 
Dec. 30 | Received $630 from Sonya Dickson in full payment of her account. This 
account was written off on November 30, Memorandum 89 and Receipt 277. 





Section 1 The Direct Write-Otf Method 657 



































658 


What You'll Learn 


* The concept of matching 


uncollectible accounts 
with revenue. 

The allowance method 
of accounting for uncol- 
lectible accounts. 

How to record the 
adjustment for uncol- 
lectible accounts on 
the work sheet. 

How to record estimated 
uncollectible amounts 
on the financial 
statements. 

How to journalize the 
adjusting entry for 
uncollectible accounts. 
How to write off an 
uncollectible account 
receivable using the 
allowance method. 
How to record the 
collection of an account 
written off by the 
allowance method. 


Why It's Important 


The allowance method 


of accounting for uncollect- 
ible accounts conforms to 
the matching principle. 


ia = 
J KEY Baws 
allowance method 


book value of accounts 


receivable 


Chay 


er 24 Unc 


| 





In Section 1 vou learned that the 


direct write-off method is used by: 


e small businesses 
e businesses with few credit 
customers 


e all businesses for tax purposes 


Businesses that have many credit 
customers use the allowance method 
of accounting for uncollectible ac- 


This method allows busi- 


COUTITS. 





nesses to match revenue with the 


expenses incurred to earn that revenue. 


Matching Uncollectible Accounts 
Expense with Revenue 


When the direct write-off method of accounting for uncollectible 
accounts is used, an unpaid account is written off when the business 
determines that it will not be paid. Under the direct write-off method, 
it often happens that the sale is recorded in one period, and the uncol- 
lectible accounts expense is recorded in the following period. This violates 
the matching principle. 

One of the fundamental principles of accounting is that revenue should 
be matched with the expenses incurred in generating that revenue. This means 
that expenses incurred to earn revenue should be deducted in the same 
period that the revenue is recorded. The uncollectible accounts expense 
is caused by selling goods on account to customers who fail to pay. The 
uncollectible accounts expense should be reported in the year in which 
the sale takes place. However, the uncollectible account expense is usu- 
ally not determined with certainty until some future period. That is, a 
credit sale in the year 2001 may not be determined to be uncollectible 
until some time in 2002. In order to conform to the matching principle, 
the credit sales are recorded in the year 2001 and an estimate of the 
uncollectible accounts expense is also recorded in 2001. 

rhe estimate of uncollectible accounts expense is recorded as an 
adjusting entry at the end of the period. The adjusting entry meets two 


objectives: 


(1) Accounts Receivable is reduced to the amount the business can 


reasonably expect to receive. 


yIlectible Accounts Receivable 


(2) The estimated uncollectible accounts expense is charged to the current 


period. 


Let's look at this method of accounting for uncollectible accounts. 


The Allowance Method 
The allowance method of accounting for uncollectible accounts 


matches the estimated uncollectible accounts expense with sales made 
during the same period. At the end of the period, an estimate is made of 
the amount of uncollectible accounts that will result from the sales made 
during the period. The estimated uncollectible accounts expense is recorded 
as an adjustment on the work sheet. The two accounts affected by this 
adjustment are Uncollectible Accounts Expense and Allowance for 
Uncollectible Accounts. 

When the adjustment is made, the business does 
not know exactly which charge customers will not 
pay the amounts they owe. Therefore, the estimated 
uncollectible amount cannot be credited to Accounts 
Receivable (neither controlling nor subsidiary). Since 
Accounts Receivable cannot be used to record the 
estimated uncollectible amount, another account is 
opened. This account is Allowance for Uncollectible 
Accounts. 

Allowance tor Uncollectible Accounts is used 
to summarize the estimated uncollectible accounts 
receivable of the business. It is classified as a contra 
asset account. 


Allowance for 
Uncollectible Accounts 





Debit Credit 
~ + 
Decrease Side Increase Side 
Normal Balance 


Allowance for Uncollectible Accounts appears on the balance sheet 
as a deduction from Accounts Receivable. By using Allowance for Uncol- 
lectible Accounts: 


e The balance of Accounts Receivable still equals the total of the 
customer accounts in the subsidiary ledger. 

e The balance of Allowance for Uncollectible Accounts represents 
the amount the business estimates to be uncollectible. 

¢ The difference between Accounts Receivable and Allowance for 
Uncollectible Accounts represents the book value of accounts 
receivable. 


The book value of accounts receivable is the amount the business 


can reasonably expect to collect from the accounts receivable. Figure 24-3 
illustrates how this adjustment is recorded and extended on the work sheet. 

Notice that Allowance for Uncollectible Accounts has a $125 balance 
in the Trial Balance Credit column. This balance is carried over from 


Section 2 





CONNECT TO... 
HISTORY 


The first recorded 
Olympic Games took place in 
Olympia, Greece in 776 Bc. 
The competitive sporting 


event was a religious festival 
meant to honor the gods 
and the dead. To the ancient 
Greeks, Olympic winners 
were considered heroes, 
and in some city-states they 
didn’t have to pay taxes. 
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Figure 24-3 Recording 


the Adjustment for On Your Mark 
Uncollectible Accounts Work 
on the Work Sheet For the Year Ended 
ai TRIAL BALANCE ADJUSTMENTS 
NO ere Nee DEBIT CREDIT DEBIT CREDIT 
1 101 Cash in Bank 1265000 
2 115 Accounts Receivable 44 89300 
3 117 Allowance for Uncollectible Accts. | 12500 (b)1 35000 


1 


60000 
| (b)1 35000 
25 | 


23 670 Supplies Expense 
24 675 Uncollectible Accounts Expense 








Business Transaction | 


On December 31 On Your Mark estimates its uncollectible accounts expense for the year ended December 31 
to be $1,350. (Various methods are used to estimate uncollectible accounts expense. You will learn about two of 
these methods later in this chapter.) 


Uncollectible Accounts is increased by $1,350. 


ANALYSIS Identify 1. The accounts affected are Uncollectible Accounts Expense and | 
Allowance for Uncollectible Accounts. | 

Classify 2. Uncollectible Accounts Expense is an expense account. Allowance for | 

Uncollectible Accounts is a contra asset account. | 

+/- 3. Uncollectible Accounts Expense is increased by $1,350. Allowance for | 

| 


DEBIT-CREDIT RULE 4. Increases to expense accounts are recorded as debits. Debit 
Uncollectible Accounts Expense for $1,350. 
5. Increases to contra asset accounts are recorded as credits. Credit 
Allowance for Uncollectible Accounts for $1,350. 





T ACCOUNTS 6. Allowance for | 
Uncollectible Accounts Expense __—Uncollectible Accounts | 

E TIENE | | 

Debit Credit Debit | Credit | 

+ — = | + | 

1,350 | 1,350 | 

| 





JOURNAL ENTRY 7. 








| 

GENERAL JOURNAL pace 15. | 

DATE DESCRIPTION Post DEBIT CREDIT | 

1 20-- Adjusting Entries 1 | 
2 Dec. 31 Uncollectible Accts. Expense 135000 2 | 
3 Allow. for Uncollectible Accts. 135000 3 | 
4 al | 
|| 
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Figure 24-3 Recording the 
Adjustment for Uncollectible 
Accounts on the Work Sheet 


Athletic Wear 
Sheet 


December 31, 20-- 


ADJUSTED TRIAL BALANCE INCOME STATEMENT BALANCE SHEET 


DEBIT CREDIT DEBIT CREDIT DEBIT CREDIT 
1265000 1265000 1 
| 44(893(00 | 44 89300 2 

| 147500 | | | 147500 3 
|_| |_| | 

60000 60000 23 

135000 135000 24 


25 


previous years. If the previous years’ uncollectible accounts exactly equaled 
the estimate, Allowance for Uncollectible Accounts would have a zero 
balance. This seldom happens. 

Also notice that the new balance is extended first to the Adjusted Trial 
Balance Credit column and then to the Balance Sheet Credit column. 


Reporting Estimated Uncollectible Amounts 
on the Financial Statements 


The Uncollectible Accounts Expense account appears on On Your 
Mark’s income statement as an expense. The placement of the Uncollectible 
Accounts Expense account is shown in the partial income statement in 
Figure 24-4. 


On Your Mark Athletic Wear 
Income Statement 
For the Year Ended December 31, 20-- 


(continued) 












Calculating 
Percentages 


An easier way to calcu- 
late percentages or ratios is: 
* to round dollar amounts 

to the nearest whole, 

* then use the rounded 
amounts in your 
calculations. 






Figure 24-4 Reporting 
Uncollectible Accounts on 
the Income Statement 


Operating Expenses 
Supplies Expense 600 00 
Uncollectible Accounts Expense 1 350.00 


Total Operating Expenses 
Operating Income 


On the balance sheet, Allowance for Uncollectible Accounts is listed 
immediately below Accounts Receivable in the Assets section. The partial 
balance sheet of On Your Mark is shown in Figure 24-5. 


On Your Mark Athletic Wear 
Balance Sheet 
December 31, 20-- 


Assets 
Cash in Bank 
Accounts Receivable 
Less: Allowance for 
Uncollectible Accounts 


12.650 00 






44 893/00 
1 |4.7.5|00 43|418|00 
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38 3.4 5/00 





Figure 24-5 Reporting 
Allowance for Uncol- 
lectible Accounts on the 
Balance Sheet 
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OM gots 


Allowance for 
Uncollectible Accounts 
The balance of 
Allowance for Uncol- 

lectible Accounts 
reduces the balance of 
Accounts Receivable. 








Notice that the balances of Accounts Receivable and Allowance for 
Uncollectible Accounts are entered in the first amount column. The differ- 
ence between the two balances—the book value of accounts receivable— 
is entered in the second amount column. 


Journalizing the Adjusting Entry for 
Uncollectible Accounts 


After the work sheet is completed and the financial statements are 
prepared, the adjusting entries are journalized. The information for the 
adjusting entries is found in the Adjustments section of the work sheet as 
shown in Figure 24-3. 

Figure 24-6 shows how the adjusting entry for the estimated uncol- 
lectible accounts expense is recorded in the general journal and posted to the 
appropriate general ledger accounts. 


Figure 24-6 
14 n 
GENERAL JOURNAL PAGE Journalizing 
DATE DESCRIPTION Do DEBIT CREDIT and Posting 
1 20-- Adjusting Entries 1 the A lei 
2 Dec. 31 Uncollectible Accounts Expense 675 1350.00 | ap Entry Sa n 
3 Allowance for Uncollectible Accts. 117 11350|00 3, Uncollectible 
Accounts 
4 | 4 
na non 
| 
ACCOUNT _4//owance for Uncollectible Accounts 0 ACCOUNT NO. 117 | 
BALANCE 
DATE DESCRIPTION ee DEBIT CREDIT en on 
20-- 
Dec. 1 Balance v | 125\00 
31 Adjusting Entry G14 1350.00 1\475\00 


ACCOUNT. Uncollectible Accounts Expense 


DATE 


20-- 
Dec. 


ACCOUNT NO. 075 __ 


POST BALANCE 
DESCRIPTION REF DEBIT CREDIT dear CREE 
Adjusting Entry G14 1 3 50 00 1 350\00 


} 


At the end of the period, the balance of the Uncollectible Accounts 
Expense account is closed, along with the balances of the other expense 
accounts, to Income Summary. Uncollectible Accounts Expense has a 
zero balance at the beginning of the next period. The balance of Allowance 
for Uncollectible Accounts is not affected by the closing entries. Its 
balance at the beginning of the next period is $1,475. 


Writing Off Uncollectible Accounts Receivable 


When it becomes clear that a charge customer is not going to pay 
the amount owed, the uncollectible account is removed from the account- 
ing records. 


662 hapter 24 Uncollectible Accounts Receivable 


Allowance for Uncollectible Accounts acts as a reservoir—at the end 
of the period, it is “filled up” by the adjusting entry. The account balance 
is saved until it is needed some time in the future. When a charge customer's 
account finally proves uncollectible, the business dips into that reservoir to 










write off the account. In other words, Allowance for Uncollectible Accounts 
is reduced when a specific account is written off. Let’s look at an example. 


Business Transaction 


On April 18, after many attempts to collect the amount owed, On Your Mark 
decides to write off the account of Megan Sullivan for $150, Memorandum 236. 


2 =a ——— si 
Uff aes 
| = 
| 


ANALYSIS Identify 1. The accounts affected are Allowance for 
Uncollectible Accounts, Accounts Receivable (controlling), and 
Accounts Receivable—Megan Sullivan (subsidiary). 
Classify 2. Allowance for Uncollectible Accounts is a contra asset account. 
Accounts Receivable (controlling) and Accounts Receivable—Megan 
Sullivan (subsidiary) are asset accounts. 
+/- 3. Allowance for Uncollectible Accounts is decreased by $150. Accounts 
Receivable (controlling) and Accounts Receivable—Megan Sullivan 
(subsidiary) are decreased by $150. 


DEBIT-CREDIT RULE 4. Decreases to contra asset accounts are recorded as debits. Debit 
Allowance for Uncollectible Accounts for $150. 
5. Decreases to asset accounts are recorded as credits. Credit Accounts 
Receivable (controlling) and Accounts Receivable—Megan Sullivan 





(subsidiary) for $150. 
T ACCOUNTS 6. Allowance for 
Uncollectible Accounts Accounts Receivable 
eee ces a _ E ri ci 
| 

Debit | Credit Debit | Credit 
=: + + | e 

150 150 


| 


Accounts Receivable Subsidiary Ledger 
Megan Sullivan 


Debit Credit 
+ di 
150 





JOURNAL ENTRY f GENERAL JOURNAL page 16 


DATE DESCRIPTION Moi CREDIT 


1 20-- | | 


2 Apr. 18 Allow. for Uncollectible Accts. 
Accts. Rec./Megan Sullivan ei 15 000 
Memorandum 236 | 
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With the allowance method, an expense account is not affected 


by the write-off of a specific account. The expense is recorded as an adjust- 
ing entry. 


Collecting an Account Written Off 
by the Allowance Method 


A charge customer whose account was written off as uncollectible might 


later pay the amount owed. When this happens: 


First, reinstate the customer’s account. 


Second, record the cash receipt. 


On November 19 On Your Mark received a check for $150 from Megan Sullivan, whose account was written 





| 


off April 18, Memorandum 294 and Receipt 2243. 


IEEE ARE °°. _1__T' asi I 


| ANALYSIS Identify 


Classify 


+/- 


a 


4. 


DEBIT-CREDIT RULE 


NEE 


r ACCOUNTS 


i. 


6. Allowance for 
\ccounts Receivable Uncollectible Accounts 
Debit Credit Debit Credit | 
; _ = + | 
150 150 | 
Accounts Receivable Subsidiary Ledger 
Megan Sullivan 
Debit Credit 
150 


The accounts affected are Accounts Receivable (controlling), Accounts 
Receivable—Megan Sullivan (subsidiary), and Allowance for 
Uncollectible Accounts. 

Accounts Receivable (controlling) and Accounts Receivable-Megan | 
Sullivan (subsidiary) are asset accounts. Allowance for Uncollectible 
Accounts is a contra asset account. 

Accounts Receivable (controlling) and Accounts Receivable—Megan 
Sullivan (subsidiary) are increased by $150. Allowance for 
Uncollectible Accounts is increased by $150. 


Increases to asset accounts are recorded as debits. Debit Accounts 
Receivable (controlling) and Accounts Receivable—Megan Sullivan 
(subsidiary) for $150. 

Increases to contra asset accounts are recorded as credits. Credit 
Allowance for Uncollectible Accounts for $150. 
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DATE DESCRIPTION dA DEBIT CREDIT 


1 20-- 


2 Nov. 19 Accts. Rec./Megan Sullivan | 
3 Allow. for Uncollectible Accts. 
4 Memorandum 294 







an a W N 








After this transaction is posted, the cash receipt transaction is journal- 
ized and posted. Figure 24-7 shows Megan Sullivan’s account after the cash 
receipt transaction is posted. The account shows that: 


(1) The account was declared uncollectible and was written off. 
(2) The account was reinstated. 
(3) The account was collected in full. 





Name Megan Sullivan 
appress 983 Bisbee Drive, Dallas, TX 75211 





POST. 


DATE DESCRIPTION REF DEBIT CREDIT BALANCE 
20-- 
Jan. 1 Balance v i 
Apr. 18. Written off as uncollectible G16 19 15000 
Nov. 19 Reinstated G18 15 O OO 
19 G18 150,00 





Figure 24-7 Megan Sullivan Account 


ANALYZING FINANCIAL REPORTS 


The Balance Sheet 


In the last chapter, you learned about vertical analysis of the income statement. Another type of analysis 
is horizontal analysis. Horizontal analysis is the comparison of the same items on a financial statement for 
two or more accounting periods. For example, you might compare changes in depreciation or uncollectible 
amounts from one year to the next. 

Look at Ben & Jerry’s balance sheet on page 803. You'll see financial data for two years. The earlier year is 
the base year. Amounts in the current year are compared to the base year. To complete a horizontal analysis, the 
amounts for the base year (1996) are subtracted from the current year (1997). The result is the amount of the 
increase or decrease over the base year. These amounts are then calculated as percentages of the base year amounts. 


> Analyze the Report: 
Use the Ben & Jerry’s balance sheet to complete the following:. 
1. Complete a horizontal analysis of the balance sheet. 
2. How did total assets change from 1996 to 1997? 
3. How did stockholders’ equity change during this period? 
4. How does horizontal analysis provide useful information to a reader of an annual report? 
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SECTION2 |§ Check Your Understanding | 





Now that you have studied this section, complete the following questions and problems. 











hinking Critically 
1. What two objectives are met by the uncollectible accounts adjustment at the end of 
the period? 





2. Explain the use of the allowance method of accounting for uncollectible accounts. 





Analyzing Accounting 


A review of the books for Mary Sawyer’s business, The 





Secret Garden, revealed a disturbing trend. Her uncollectible 
accounts continue to increase. You suspect that Mary is far 
too nice about extending “in store” credit. You strongly 
recommend that she change her credit policies and collect on 
the outstanding accounts for this year. However, Mary just 
doesn’t seem to understand the big picture, and she requested 
an illustration. Using a line graph, map out the uncollectibles 
for the past five years using the figures given below. 

Year 1 $1,500 Year 4 $2,422 

Year 2 $1,875 Year 5 $2,800 

Year 3 $2,300 












Problem 24-2 Writing Off Accounts Under the 
Allowance Method 


Taylor Furniture Company Inc. uses the allowance method of accounting for uncollectible 


accounts. 


Instructions In your working papers: 
(1) Record the following transactions in the general journal on page 24. 
(2) Post the transactions to the appropriate accounts. 
(3) Prepare the Assets section of the balance sheet for Taylor Furniture Company Inc. using 
; the partial general ledger in your working papers. The balance of other asset accounts are 
Merchandise Inventory, $42,000; Supplies, $1,500; and Prepaid Insurance, $1,200. 





Date Transactions 











May 4 Using the allowance method, wrote off the account of Jack Bowers for $1,050 
as uncollectible, Memorandum 241. 

Nov. 18 Received $1,050 from Jack Bowers in full payment of his account, which was 
written off May 4, Memorandum 321 and Receipt 1078. 

Dec. 31 lhe adjusting entry for the estimated uncollectible accounts expense for the 
year ended December 31 was $1,850. 
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SECTION 3 [7 







Estimating Uncollectible 
Accounts Receivable 





Under the allowance method 


— 
What You'll Learn 


e How to use the per- 
centage of net sales 
method to determine 
the estimated uncol- 
lectible accounts 
expense. 

« How to use the aging 


Esti mati ng U ncollectible of accounts receivable 


method to determine 


Accou nts Expense estimated uncollectible 


accounts expense. 


of accounting for uncollectible 
accounts, businesses estimate the 
uncollectible accounts expense at 
the end of the period. In this sec- 
tion you will learn about two 
methods used to estimate uncol- 





lectible accounts expense. 


The percentage of net sales and the aging of accounts receivable 


are two ways a business may calculate an estimate of uncollectible Why It's Important 


accounts expenses. These estimates are based on judgment and past 
In order to use the 


allowance method, uncol- 
lectible accounts expense 
is estimated at the end of 
the period. 


y Eo 


percentage of net sales 
method 








experience. 


Percentage of Net Sales Method 





When using the les method for estimating 





uncollectible accounts expense, the business assumes that a certain 
percentage of each year’s net sales will be uncollectible. To find the 
adjustment for uncollectible accounts expense: 


(1) Determine the percentage. 


(2) Calculate net sales. aging of accounts 





(3) Multiply net sales by the percentage. receivable method 


(4) Enter the amount calculated above on the work sheet. 


Let’s see how this method works. First, the percentage is determined. 
As you Can see, in recent years On Your Mark’s actual uncollectible 
accounts have been approximately 2 percent of net sales. On this basis, 
On Your Mark’s accountant believes that the 2 percent figure should be 
used to estimate uncollectible accounts expense. 








Uncollectible 
Year Net Sales Accounts Percentage 
2001 $ 59,000 $1,062 (1.8%) 
2002 65,000 1,430 (2.2%) 
2003 67,000 1,273 (1.9%) 
Totals $191,000 $3,765 (2.0%) 


Second, the amount of net sales is calculated. Remember that net 
sales equals sales minus sales discounts and sales returns and allowances. 
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Decimal Points 

If you work in inter- 
national business, you 
may encounter some 
numbers written like this: 
439,45 or 15,2. Don't 
worry, a number hasn't 
gotten lost. In Zimbabwe, 
for example, commas are 
used in the same way 
decimal points are used in 
the U.S. In Germany, 
decimal points indicate 
thousands, while commas 
indicate tenths: 17.203,6 in 
Germany is the same as 
17,203.6 in the U.S. 





ACCOUNTING 


Flashbacks, 





COLLECTING TAXES 

The ancient Greek city- 
state of Mycenae kept 
records of every person's 


wealth to help in collecting 
taxes. Taxes were taken in 
the form of wheat, livestock, 
and honey. 





Figure 24-8 Computer- 
Generated Analysis of 
Accounts Receivable 





As shown, net sales for On Your Mark is $67,500. 





Sales $74,500 
Less: Sales Discounts $3,000 

Sales Returns and Allowances 4,000 = 7,000 
Net Sales $67,500 


Third, the uncollectible accounts expense for the current year is deter- 
mined by multiplying net sales by the percentage. On Your Mark’s uncollectible 
accounts expense for the period is estimated to be $1,350 ($67,500 x .02). 

Under this method, the amount calculated is recorded as the adjustment 
on the work sheet and later entered into the accounting records by journal- 
izing the adjusting entry. At the beginning of the next period, Allowance for 
Uncollectible Accounts will have a credit balance of $1,475 ($1,350 adjust- 
ment plus $125 existing balance in the account). 


The Aging of Accounts Receivable Method 
When using the aging of accounts receivable method , the uncollecti- 


ble accounts expense is based on the date each customer account is due. This 
method assumes that the longer an account is overdue, the less likely it is to 
be collected. To find the adjustment for uncollectible accounts expense: 


(1) “Age,” or classify and group, each account according to due date. 

(2) Determine a percentage for each group. 

(3) Multiply the amount per group by the percentage per group and add 
the results. 

(4) Enter on the work sheet the total estimated uncollectible amount (calcu- 
lated above) adjusted by any balance in Allowance for Uncollectible 
Accounts. 


‘ 


Let’s look at an example. First, each customer account is “aged,” or 
classified and grouped according to its due date. 

The computer printout in Figure 24-8 is an analysis of On Your Mark’s 
“aged” accounts receivable. As you can see, each customer account is placed 


in a group according to due date. 


On Your Mark Athletic Wear 
ANALYSIS OF ACCOUNTS RECEIVABLE 


December 31, 20-- 


Total Days Past Due 
Account Customer's Amount Not Yet —_---------------------------------: 
ID Name Owed Due 1-30 31-60 61-90 Over 90 
DIM Joe Dimaio $ 300.00 $ 300.00 
GAL ~ Robert Galvin 50.00 $ 50.00 
KLE Casey Klein 800.00 $ 800.00 
MON Anita Montero 200.00 200.00 
RAH — Shashi Rahim 175.00 $ 175.00 
RAM _ Gabriel Ramos 1,000.00 1,000.00 
SUL Megan Sullivan 40.00 $ 40.00 
TAM  Tammy's Fitness 225.00 225.00 
WON. Kim Wong 306.50 306.50 
YOU Lara Young 750.00 750.00 
TOTALS $3,846.50 $2,475.00 $356.50 $175.00 $40.00 $800.00 
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Next, the accountant for On Your Mark estimates what per- 


centage of each group will be uncollectible. The percentages range 







from 2 to 80 percent. 

Third, the total amount for each group is multiplied by the per- 
centage for that group. The resulting amounts are the estimated un- 
collectible amounts for each group. The total of all the estimated 
uncollectible amounts represents the end-of-period balance of 
Allowance for Uncollectible Accounts. The computer printout 
in Figure 24-9 illustrates how the estimated uncollectible 
amount is determined from the accounts receivable analysis in PAS 
Figure 24-8. As you can see, On Your Mark estimates that a total 


of $729.26 of its accounts will be uncollectible. HUE 


On Your Mark Athletic Wear 
AGING OF ACCOUNTS RECEIVABLE 
Estimated Uncollectible Amount 
December 31, 20-- 


Estimated Estimated 

Percentage Uncollectible 
Age Group Amount Uncollectible Amount 
Not yet due $ 2,475.00 2% $ 49.50 
1-30 days past due 356.50 4% 14.26 
31-60 days past due 175.00 10% 17.50 
61-90 days past due 40.00 20% 8.00 
Over 90 days past due 800.00 80% 640.00 
Total $ 3,846.50 $ 729.26 


Figure 24-9 Accounts 
Receivable Aging Schedule 


Finally, an adjustment is entered on the work sheet. This adjustment 
will bring the balance of Allowance for Uncollectible Accounts to the 
estimate of $729.26. 

Suppose the balance of Allowance for Uncollectible Accounts reported fa Ca Points 
in the Trial Balance Credit column is $49.80. To determine the adjustment, 


subtract the balance of Allowance for Uncollectible Accounts from the The Adjustment Amount 
The amount of the 





total estimated uncollectible amount. The adjustment amount is $679.46 
($729.26 — $49.80). adjustment entered 
on the work sheet is 
as follows: 

Net Sales Method: 
Net sales multiplied 
by the percentage. 

Aging of Accounts 


After the adjusting entry is journalized and posted, the balance of Allow- 
ance for Uncollectible Accounts is $729.26 (the balance as determined by 
the aging schedule). 


Allowance for 





Uncollectible Accounts Expense Uncollectible Accounts 
indi at E ac Receivable Method: 
oe eee 950 Credit The estimated uncol- 
+ = si . a 
Adj. 679.46 Bal. 49.80 lectible amount 
Adj. 679.46 adjusted by the 
Bal. 729.26 existing Allowance 


for Uncollectible 
Accounts balance. 
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SECTION 3 Check Your Understanding 





Thinking Critically 


1. Explain the aging of accounts receivable method of estimating uncollectible accounts 





expense. 
2. How do you determine the adjustment of uncollectible accounts expense when using the 
net sales method and the aging of accounts receivable method? 


Computing in the Business World 


Hernando’s Card Shop is planning to expand. Before they “Yj 
expand, the owner wants to review the uncollectible 4 









accounts. Hernando asks you to calculate the percentage of 





uncollectible accounts per year. 














Net Sales Uncollectible Accounts 
| Year | $23,000 $ 800 
| Year 2 28,750 1,200 
| Year 3 46,000 1,345 
Year 4 52,000 1,150 








Problem 24-3 Estimating Uncollectible Accounts 
Expense Using the Percentage of Net Sales Method 
Listed below are the end-of-period account balances for several stationery and office 


supply companies. Each company uses the percentage of net sales method to estimate its 
uncollectible accounts expense. The percentage used by each company is also listed. 


Instructions Using the form provided in your working papers: 
(1) Calculate the amount of the adjustment for uncollectible accounts expense using the 





percentage of net sales method. 
(2) Record the adjusting entry for the estimated uncollectible accounts expense for Davis Inc. 


| Percentage 
| Sales Sales Returns of Net Sales 
| Sales Discounts and Allowances Uncollectible 
| Andrews Co. $142,360 $1,423 $ 936 2 
| The Book Nook 209,100 3,180 1,139 
Cable Inc. 173,270 1,730 1,540 1% 
|| Davis Inc. 65,460 650 690 Z 
| Ever-Sharp Co. 95,085 900 1,035 1% 
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CHAPTER 24 SUMMARY 


KEY CONCEPTS 











1. Customer accounts that are uncollectible are an expense to the business. When it is apparent 
that a customer account is uncollectible, it is written off using either the direct write-off method 
or the allowance method. 

2. Recording the direct write-off of an accounts receivable: 

Debit: Uncollectible Accounts Expense Credit: Accounts Receivable (controlling/subsidiary) 

3. When a charge customer whose account was previously written off pays the amount owed, the 
account is first reinstated before the cash receipt is recorded. 

4. Recording reinstatement of an account written off using the direct write-off method: 

Debit: Accounts Receivable (controlling/subsidiary) Credit: Uncollectible Accounts Expense 





5. The allowance method of accounting for uncollectible accounts enables the business to match 
sales and uncollectible accounts expense in the same period. 

6. Allowance for Uncollectible Accounts is a contra asset account and is shown on the balance 
sheet as a deduction from Accounts Receivable. 

7. The book value of accounts receivable is the Accounts Receivable balance minus the Allowance 
for Uncollectible Accounts balance. It is the amount the business can reasonably expect to 
receive from all accounts receivable. 

8. Recording the adjusting entry using the allowance method: 

Debit: Uncollectible Accounts Expense Credit: Allowance for Uncollectible Accounts 

9. Recording the write-off of a specific uncollectible account under the allowance method: 

Debit: Allowance for Uncollectible Accounts Credit: Accounts Receivable (controlling/subsidiary) 
10. Recording the reinstatement of an account written off using the allowance method: 

Debit: Accounts Receivable (controlling/subsidiary) Credit: Allowance for Uncollectible Accounts 
11. Two common methods used to estimate uncollectible accounts expense are the percentage of net 

sales method and the aging of accounts receivable method. 
12. Calculating uncollectible accounts expense using the percentage of net sales method: 


Net Sales x Percentage of Net Sales Estimated Uncollectible = Uncollectible Accounts Expense 


13. Calculating uncollectible accounts expense using the aging of accounts receivable method: 


Estimated Estimated 
Percentage Uncollectible 
Age Group Amount x Uncollectible — Amount 

Not yet due XXXXX XX XXXX 
1-30 days past due XXXXX XX XXXX 
31-60 days past due XXXXX XX XXXX 
61-90 days past due XXXXX XX XXXX 
91-180 days past due XXXXX XX XXXX 
Over 180 days past due xxxxx XX XXXX 


Total i: XXXX 
Allowance for Uncollectible Accounts, end of period 











Chapter 24 Summary 671 


























You applied for your CPA license and are in the process of studying for the big exam. You need a 


quick review on uncollectible accounts. You decide to write a description of each key term and show 


its relationship to Accounts Receivable. Your college 
professor recommends that you teach this unit to his 
Accounting students as another way to fully comprehend the 
material. Use the terms below to create your “help sheet.” 
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aging of accounts receivable direct write-off method 
method percentage of net sales 

allowance method method 

book value of accounts uncollectible accounts 
receivable 


Instructions 


6. 


7. How is the book value of accounts receivable determined? 


9. 
10. 


11. 


. Name two methods of accounting for uncollectible accounts. Which method is likely to be 


. Why is an entry made in the Description column of the subsidiary ledger when a customer’s 
. Describe the two journal entries needed to record the collection of an account that was 
. Explain which accounting principle is violated when the direct write-off method of 


. Under the allowance method, which two general ledger accounts are affected by the adjusting 


. Explain the difference between the write-off of a customer’s account using the direct write-off 





Understanding Accounting 
Concepts and Procedures 


Answer the following questions On a separate sheet of paper: 


used by a large business with many charge customers? Which method is likely to be used by 
a business that sells mainly on a cash basis? 


account is written off? 
previously written off. 
accounting for uncollectible accounts is used. 


entry to record the estimated uncollectible account expense for the period? 


What is the classification of the account Allowance for Uncollectible Accounts? 


method and the allowance method. 
Name two methods that can be used to estimate the uncollectible accounts expense. 


If a company had net sales of $630,000 and estimates that its uncollectible accounts will be 
2 percent of net sales, what is the amount of the adjustment? 


Which method of estimating uncollectible accounts analyzes each customer account? 
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Wa yee te mT 





Case Study... 


Merchandising Business: Formal Wear 





The Black Tie sells and rents tuxedos and formal — = 
dresses. They require a down payment to reserve Re erate etre 
a . Outsourcing of accounts 
an outfit. The balance is recorded as an account receivable is growing at a rapid 
receivable and is due ten days after the outfit is rate. Since sales on account directly 


returned affect cash flow, timely collection 


È . of accounts receivable is a measure 
The Black Tie accepts cash, credit cards, and ' ; oe 
ota business S SUCCESS. Businesses 


personal checks. Recently the store has encountered seek ways to reduce the expense 
problems collecting accounts receivable. Two associated with processing, 


customers failed to return their outfits altogether. monitoring, and collecting 
accounts receivable. 


Do This: 
oT Criticall 
8 bi 1. Conduct research on the Web to 


3 void | l l 

Ue eee ra Oi DOGANA el) av OKT TOSSES find out what it means to out- 
from uncollectible accounts and outfits that are source accounts receivable. Use 
not returned. search terms like “outsourcing” 

2. What customer issues might arise if you restrict or “accounts receivable. 


payment to cash or credit cards only? How can - List three advantages of out- 


/ 3 sourcing accounts receivable. 

you overcome these issues: 3. What is the difference between 
outsourcing and using a 
collection agency? 


Conducting an Audit with Alex 


Peggy Matero, owner of Matero Department Store, 
j uses the allowance method to account for 
uncollectible accounts. The March 30, 20-- trial 
ì balance shows a debit balance of $300 in the 
Uncollectible Accounts Expense account. You 
discovered that Jan Anderson’s account for 
$300 was written off on March 1 using the 
direct write-off method instead of the 
allowance method. 


Workplace Skills 


Interpreting and 
Communicating Information 


Presenting information in the most effective 
method is a powerful workplace skill. 


On the Job: 

The Clothes Horse, a well-known retailer of 
men’s apparel, is closing its doors. The store 
wants to collect all accounts receivable before 
closing. 

Thinking Critically: 

1. Design a letter to send to all customers with 
outstanding balances. 

2. Design a second collection letter to send to 
customers with outstanding balances after 
four weeks have passed. 


Instructions 
What entry was recorded in the general journal 


on March 1? Which entry should have been recorded 


in the general journal on March 1? 
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Writing Off Uncollectible Accounts Receivable 
Making the Transition from a Manual to a Computerized System 


Preparing an Aged 1. Fxamine each customer account and 
Accounts Receivable 
Report . Using accounting stationery, list 


each customer’s account in the 


organize based on due date. 


appropriate past date columns. 
Writing off an . Determine the method to be used to 
uncollectible account write-off uncollectible accounts. 
. Record a general journal entry to 
record the write-off. 
. Post the entry to the general ledger 
and subsidiary ledger. 
. Calculate new balances for the 
accounts. 


1. A preformatted report feature allows 


the accountant to generate an aging 
schedule. The software pulls data 
from information stored in the 
accounts receivable ledgers. 


. Determine the method to be used to 


write-off uncollectible accounts. 


. Outstanding invoices due are stored 


in the computerized system and tied 
to the customer's ID. 


3. Using the Customer ID, the invoice 


due is assigned to the account, 
Allowance for Uncollectible 
Accounts. 





Accounts Receivable in PEACHTREE 


Peachtree Question 


How do I set up defaults for the 
aging of Accounts Receivable 
ledgers in Peachtree? 


How do I write off an 
uncollectible account in 
Peachtree? 


Description 


. From the Maintain menu, select Default Information. 
2. Select Customers to set or to change default information. (In Peachtree, 


Accounts Receivable ledgers are referred to as customer accounts.) 


. Click on the Account Aging Tab. 
. Set default for how accounts are to be aged. 


. Select Receipts from the Tasks menu. 
2. Enter the Customer ID. 
. In the G/L Account field, select the Allowance for Uncollectible 


Accounts. 


. Click the Apply to Invoices tab. 
. Select the Pay box next to the invoices you wish to write off. 
. Click Post. 


What does the software do 
“behind the scenes?” 
are updated. 


The customer’s account, the list of unpaid invoices, the Accounts 
Receivable account, and the Allowance for Uncollectible Accounts 





For detailed instructions: See the Peachtree User Guide in your Glencoe Working Papers. 
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Hal ISP UT 


APPLICATION OPTIONS 





Problem 24-4 Using the Direct Write-Off Method 


Sunset Surfwear uses the direct write-off method of accounting for 
uncollectible accounts. 
Instructions 
(1) In your working papers, record the following transactions on 
page 14 in the general journal. 
(2) Post the transactions to the appropriate accounts. 


June Wrote off the $288.75 account of Alex Hamilton as uncollect- 
ible, Memorandum 223. 
Wrote off the $243.60 account of Helen Jun as uncollectible, 
Memorandum 249. 
Wrote off the $57.75 account of Nate Moulder as uncollectible, 


Memorandum 255. 

Received $288.75 from Alex Hamilton in full payment of his 
account, Memorandum 298 and Receipt 944. 

Wrote off the $100.80 account of Martha Adams as uncollect- 
ible, Memorandum 329. 





Analyze: When an account is written off, what is the impact on Accounts 
Receivable and Uncollectible Accounts Expense? 





Problem 24-5 Calculating and Recording 
Estimated Uncollectible Accounts Expense 


InBeat CD Shop uses the percentage of net sales method of accounting 
for uncollectible accounts. At the end of the period, the following account 
balances appeared on InBeat’s trial balance: 


Accts. Rec. $110,000 Allow. for Uncoll. Accts. $ 4,000 

Sales 900,000 Sales Ret. and Allow. 50,000 

Sales Disc. 10,000 Uncoll. Accts. Expense — 
Instructions 


(1) In your working papers, determine the amount of the adjustment for 
uncollectible accounts for the period ended June 30. Management 
estimates that uncollectible accounts will be 1 percent of net sales. 

(2) Journalize the adjusting entry on page 8 in the general journal. 

(3) Post the adjusting entry to the general ledger accounts. 


Analyze: Determine the book value of accounts receivable. 





A 
JY PEACHTREE 






Complete chapter 
problems one of three 
ways: 
Manual Working 
Papers in your 
— Glencoe Workbook 
or 
Peachtree for 
Windows 
—— Software 
or 
Glencoe 
Integrated 
— Accounting 
Software 
(Refer to software 
instructions) 
(Problem 24-8) 








SMART GUIDE 


Step-by-Step Instructions: 
Problem 24-4 


1. Select the problem set 
for Sunset Surfwear 
(Prob. 24-4). 

2. Rename the company 
and set the system date. 

3. Record the transactions 
to write off bad debts 
using the Receipts option. 

4. Record the transaction 
(une 22) to reinstate 
Alex Hamilton’s account 
(Sales/Invoicing) and 
enter the receipt 
(Receipts). 

5. Print the following 
reports: Cash Receipts 
Journal, Sales Journal, 
Customer Ledgers, and 
General Ledger. 

6. Answer the Analyze 
question. 

7. End the session. 


TIP: Remember to set the 
Cash G/L Account field to 
Uncollectible Accounts 
Expense when you write 
off a bad debt. 
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source pocument Problem 24-6 Writing Off Accounts 


Il I IT: 
Î PROBLEM 


SMART GUIDE 


Step-by-Step Instructions: 
Problem 24-5 


1. Select the problem set 
for InBeat CD Shop. 

2. Rename the company 
and set the system date. 

3. Record the uncollectible 
accounts adjustment 
using the General 
Ledger Entry option. 

4. Print the General Journal 
and General Ledger 
reports. 

5. Answer the Analyze 
question. 

6. End the session. 





Under the Allowance Method 
Shutterbug Cameras uses the allow- 
ance method of accounting for uncol- 


lectible accounts. 





Instructions 


(1) In your working papers, record the 


i ea 


following transactions on page 9 





in the general journal. 

(2) Post the transactions to the appropriate accounts. 

(3) Prepare the Assets section of the balance sheet for Shutterbug 
Cameras using the partial general ledger in the working papers. The 
balances of other asset accounts are Merchandise Inventory, 
$33,000; Supplies, $2,000; and Prepaid Insurance, $1,200. 


Date Transactions 


Wrote off the $593.25 account of Kalla Booth as uncollectible, 
Memorandum 329. 

Wrote off the $840 account of Click Studios as uncollectible, 
Memorandum 343. 

Received $131.25 from Jimmy Thompson in full payment 

ot his account, which was written off on November 10, 
Memorandum 349 and Receipt 210. 


WU PEACHTREE 


SMART GUIDE 


Step-by-Step Instructions: 
Problem 24-6 


1. Select the problem set 
for Shutterbug Cameras. 

2. Record the uncollectible 
accounts transactions. 

3. Record the adjustment 
for estimated 
uncollectible accounts. 

4. Record the closing entry 
for Uncollectible 
Accounts Expense using 
the General Journal 
Entry option. 

5. Print reports: Cash 
Receipts Journal, Sales 
Journal, Customer 
Ledgers, General Journal, 
General Ledger, and 
Balance Sheet. 


6. Answer the Analyze Problem 24-7 Estimating Uncollectible 
Lr Accounts Expense 


7. End the session. 








Wrote off the $945 account of FastForward Productions as 
uncollectible, Memorandum 474, 

Recorded the adjusting entry for estimated uncollectible 
accounts for the period. The uncollectible accounts expense 
estimate is based on 2 percent of the net sales of $150,000. 
Recorded the closing entry for Uncollectible Accounts Expense. 





Analyze: What is the book value of the accounts receivable after the 


closing entries are posted? 








Cycle Tech Bicycles uses the allowance method of accounting for 


SOURCE DOCUMENT uncollectible accounts. [The company estimates the uncollectible amount 
PROBLEM by aging its accounts receivable accounts. 





| Instructions 
| Problem 24-6 . 
| Use the source docu- (1) Complete the analysis of accounts receivable that is included in 
| | ments in your working vour working papers. 


papers to record the trans- 


actions for this problem (2) Calculate the estimated uncollectible amount. Use the form 


provided in your working papers. 
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(3) Journalize the June 30 adjusting entry for uncollectible accounts 
expense on page 11 of the general journal. Before the adjusting 
entry, Allowance for Uncollectible Accounts had a credit balance 
of $142. 

(4) Post the adjusting entry to the general ledger accounts. 


Analyze: Calculate the book value of accounts receivable. 





Problem 24-8 Reporting Uncollectible Amounts 
on the Financial Statements 


The work sheet for River’s Edge Canoe & Kayak is included in your 
working papers. The trial balance is complete, and all of the adjustments are 
entered except the one required for uncollectible accounts. 


Instructions 
(1) Record the adjustment for uncollectible accounts expense in the 
Adjustments section of the work sheet. Uncollectible accounts are 
estimated to be 1.5 percent of net sales. Label the adjustment (a). 
(2) Complete the work sheet. 
(3) Prepare an income statement, a statement of retained earnings, and 
a balance sheet. 
Record the adjusting entries on page 18 of the general journal. 
Post the adjusting entries. Record and post the closing entries. 


(4 
(S 


—— 


Analyze: What is the balance of Allowance for Uncollectible Accounts 
before and after the adjusting entry? 





—* Problem 24-9 Using the Allowance 
Mime Method for Write-Offs 


Buzz Newsstand uses the allowance method for uncollectible accounts. 


Instructions 
In your working papers, journalize the following transactions on page 
13 in the general journal. Post the transactions to the account of Lee Adkins. 


| Date | Transactions 


Wrote off the $194.50 account of Lee Adkins as uncollectible, 
Memorandum 498, 

Received a check for $30 from Lee Adkins on account, 
Memorandum 767 and Receipt 98. 

Received notice that Lee Adkins declared bankruptcy. Received 
40 percent of the balance not paid, Receipt 288 and 
Memorandum 941. 













Dec. 10 


Analyze: If the direct write-off method was used instead of the allowance 
method, which account would you debit when writing off an account? 
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Step-by-Step Instructions: 
Problem 24-7 


6. 


7. 


. Select the problem set 


for Cycle Tech Bicycles. 


. Rename the company 


and set the system date. 


. Complete the analysis of 


the accounts receivable 
provided in your working 
papers. 


. Based on your analysis, 


record the uncollectible 
accounts adjustment 
using the General 
Ledger Entry option. 


. Print a General Journal 


and General Ledger report 
to proof your work. 
Answer the Analyze 
question. 

End the session. 


Step-by-Step Instructions: 
Problem 24-8 


1 


9. 


. Select the problem set 


for River's Edge Canoe. 


. Rename the company 


and set the system date. 


. Record the uncollectible 


accounts adjustment. 


. Print a Balance Sheet 


and an Income Statement. 


. Click the Save Pre-closing 


Balances button. 


. Close the fiscal year. 
. Print a Post-Closing Trial 


Balance. 


. Answer the Analyze 


question. 
End the session. 


Step-by-Step Instructions: 
Problem 24-9 


6. 


. Select the problem set 


for Buzz Newsstand. 


. Rename the company 


and set the system date. 


. Record the uncollectible 


accounts transactions. 


. Print the following 


reports: Cash Receipts 
Journal, Sales Journal, 
and Customer Ledgers. 


. Answer the Analyze 


question. 
End the session. 
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Learning Objectives 


When you have completed this 
chapter, you will be able to: 


> Explain the importance of main- 
taining accurate inventory records. 






> Explain the difference between 
a periodic and a perpetual 
inventory system. 







Determine the cost of merchan- 
dise inventory using the specific 
identification; first-in, first-out; 
last-in, first-out; and weighted 
average cost methods. 









> Assign a value to merchandise 
inventory using the lower-of-cost- 
or-market rule. 











Explain the accounting principles 
of consistency and conservatism. 






> Define the accounting terms 
introduced in this chapter. 







Inventories 
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Inventories 






(n Exploring the Real World of Business 






Ne em eel US) 






Have you ever wondered where The Gap got its name? The 
original store, selling jeans and records, was named for a cultural 
phenomenon known as “the generation gap.” Since its beginning in 
1969, The Gap has expanded to a full line of clothing, kids clothes, 
and accessories. 

With inventories of clothes for its Banana Republic stores, Old 
Navy locations, GapKids stores, and The Gap outlets, you can 
imagine how important the tracking of merchandise inventory must 
be. Each store tracks its own inventory and prepares regular reports 
on items sold and items left in stock. Studying inventory reports 
helps the store managers decide which items sell best in their 
particular markets. 


What do you think? 

If you worked for The Gap, what 
information would you want on an inventory 
report to help you decide which 
clothing lines to stock? 







The Gap 








RIT Accounting Pere 








Have you ever noticed a sign 
on a store that says “Closed for 
Inventory”? At the end of a fiscal 
period, many businesses physically count items 
of merchandise they have in stock. In this 
chapter you'll learn about several ways of 
keeping track of inventory and assigning a value 
to it at the end of the fiscal period. 
(D 
"1. What kinds of inventory does your 
workplace carry? 
2. How often does your employer take an 
inventory? 
3. Who counts the items? 


6 7 Q 

















a _ 
What You'll Learn 


® The purpose of the 
Merchandise Inventory 
account. 

® The difference between 
a periodic and a perpet- 
ual inventory system. 


Why It's Important 


For marketing and finan- 
cial reporting purposes, a 
merchandising business 
needs to know the quantity 
of merchandise on hand. 





perpetual inventory 
system 

point-of-sale terminal 

online 

periodic inventory system 











RT 
Manufacturing 
The Gap Inc. does 
not manufacture any 
of the hundreds of retail 
products that earn its 
revenue of around $6 billion 
a year. The company uses 
suppliers in several different 
countries to produce its 
brand-name products. 














ES 











Determining the 
Quantity of Inventories 


In a merchandising busi- 
ness, it is essential to maintain 
control over the merchandise 
that is purchased, stored, and 
sold. To keep control of its mer- 
chandise, a business establishes 
a system of inventory proce- 
dures. Can you imagine the 
problems that a store like Wal- 





Mart or a manufacturer like 
Toyota would encounter if they didn’t have an inventory system? 


Merchandise Inventory 


Earlier you learned that goods purchased by a business for resale to 
customers are called merchandise. The Merchandise Inventory account 
shows the cost of goods purchased for resale. Merchandise Inventory is 
the only account reported on both the balance sheet (as a current asset) 
and on the income statement (to calculate the cost of merchandise sold). 

Merchandise Inventory typically is one of the largest asset accounts. 
By tracking merchandise, a business knows: 


e how much merchandise is sold, 
e which items are selling well, and 
e which items, when sold, should not be replaced. 
To function efficiently, an inventory control system tracks the 
quantity and cost of merchandise purchased, on hand, and sold. 


Determining the 
Quantity of Inventories 


Two methods are used to track merchandise: the perpetual inventory 
system and the periodic inventory system. Perpetual inventory systems 
are used by most large businesses as well as smaller ones with automated 
accounting systems. Periodic inventory systems are used by small busi- 


nesses that maintain manual accounting records. 


The Perpetual Inventory System 


A perpetual inventory system keeps a constant, up-to-date record 






of merchandise on hand. This system reports what merchandise is on 
hand at any point in time. Under the perpetual inventory system, every 
time a purchase or sale occurs, an entry is recorded in the Merchandise 
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Inventory account. Also, / _ 
Wilton Outdoor Center 


DAILY INVENTORY REPORT 


Department 47 


after every sale the cost of 


merchandise sold is recorded 





in the accounting records. October 13, 20-- 

When a business uses a i Item Unit Quantity Ca vola 
perpetual inventory system, / . e 
management can obtain 7651 Kilmer Rods Each 8 $ 31.80 $ 254.40 

7560 Tyon Rods Each 12 36.40 436.80 
ne Quantity On. Aeuseand 7762 Peterson Rods Each 11 29.75 327.25 
cost of any item at any 7785 K&RRods Each 6 26.30 157.80 
point in time. The business 7208 Weber Reels Each 5 35.20 176.00 
can reorder items when the 7338 Pro Reels Each 5 41.40 331.20 
quantity on hand is low. 7193 Artcraft Reels Each 4 47.10 188.40 
This AWORIS Ose Or sales due 7525 #7 Fishing Hook Box 26 4.86 126.36 
i / 7937. #9 Fishing Hook Box 31 5.24 162.44 
to inadequate inventory. 
Figure 25-1 shows an exam- Total $ 2,160.65 
ple of a computer printout 
for a perpetual inventory Figure 25-1 Computer 
system. Printout from a Perpetual 
Computers help to maintain a perpetual inventory system. Many busi- Inventory System 


nesses use electronic cash registers, known as point-of-sale terminals . 
These terminals are online to a central computer system. Online means that 
the terminal or cash register is linked to the computer. These machines read 
bar codes that identify the item being sold. 
The computer records the sale and auto- 
matically updates the inventory information. 
Also, the cost and quantity of merchandise 
that is purchased is entered into the com- 
puter, and the inventory records are updated. 
Businesses that have not yet automated Figure 25-2 Stock Card 


. . > i 7 ) a 7 
their operations may also use a perpetual Used in a Perpetual 
Inventory System 





SEMI [Fr e inventory system. 
Me ef RS x 


= ri > Instead of point-of- 
ran a " i 


sale terminals and STOCK CARD 
computers, they use stock record sheets or cards. 


HTM 












































1 » 25-2 S wsas ale (E ‘ i e > > d E COPVETITISITt*zi jaafFtF salvarsi p2 8 TERI date 
Rigate ho sa stock card used in a perpetual C 1297 | Altmore Disc Player 
inventory system. For every purchase and sale, the aan inni riali aio n 
amount of increase or decrease is recorded on th Lr | n 
SS RA Star Electric | 91246 
stock card. For example, when merchandise is pur- = > TT tiiiats air Puerta tet it 
: È ; . UNIT | | MINIMUM | MAXIMUM 
chased, the quantity received is recorded in the In eel At distale a 
Each || 15 | 60 
column of the stock card. When items are sold, the = — = pen 
quantity is recorded in the Out column. DATE EXPLANATION | IN | our | BALANCE 
* « 7/1/20--| Balance on Hand | 48 
The Periodic Invento pera areca argc ede 
ry System _ 7/8/20-- Shipping Order 21928 | FAZI 











the quantity of merchandise on hand is a periodic 7/20/20-- Shipping Order 22456 | | 
inventory system. Under the periodic inventory —7/24/20-- Shipping Order 22719 
system , inventory records are updated only after a —_7/24/20-- Purchase Req. 19426 
physical count of merchandise on hand is made. 7/31/20--, Receiving Report 21563. | 48 | i _60 
Under this system, inventory records are not adjusted | | ni 





6 
Another commonly used system of determining —_7/12/20-- Shipping Order 22201 | (10 | 32 

3 | 

2 

















for every purchase and sale. . 
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The Physical Inventory Count 


Businesses take a physical count of their merchandise at least once a 
year. This is called taking inventory. Businesses using the periodic inventory 
system take a physical count to update their accounting records. 

For businesses with many items in inventory, the process of identifying 
and counting all items of merchandise is very time-consuming. For this 
reason, inventory is usually counted when it is at its lowest level. Seasonal 
businesses take physical counts at the end of the peak sell- 
ing period after most of the merchandise has been sold. A 
ski shop, tor instance, would probably take inventory in 
May or June. 

[he total number of a particular item on hand is 
recorded on an inventory card or an inventory sheet. 
Figure 25-3 shows a typical inventory sheet. The inven- 
tory sheet lists the stock number of the item, a description 
of the item, the quantity on hand, the unit cost, and the 





total cost of the inventory item on hand. 


INVENTORY SHEET 




















pate Jan. 5, 20-- cLeRK Arlene Stone PAGE 8 

STOCK NO ITEM UNIT QUANTITY UNIT COST | TOTAL VALUE 
1901 Needles Pkg | 24 | 11/14 27) 36 
2132 | Thread. Spool | 12 65 7 80 
2136 — Thread / | Spool | 18 |  |55; 990 
3245 Zipper | _| Each 18 1| 50 27 00 
1917 Pins / _| Box | 24 | |79| 18/96 
4971 | Buttons - x __| Pkg | 12 89 10 68 
4993 Tape Measure Each 15 1 49 22) 35 








TOTAL FOR THIS SHEET 789 14 


Figure 25-3 Inventory Sheet 
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Keeping Promotional Items Ethical Decision Making: 


Imagine that vou just got a job in the cosmet- What are the ethical issues: 


ics department of a large department store like @ What are the alternatives? 
facy’s. You have access to free samples—such as ia 
ws 3 i i ” i & \Vho are the affected parties? 
impoo, moisturizer, lipstick, and nail polish— 
red by manufacturers to get customers to try © How do the alternatives affect 
products. This is great! You'll never have to the parties? 
hece e 07] 7 “10 2 7 O > 
bt ese products again. You figure by using © What would you do? 
them, you're helping to promote them. 
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SECTION I Check Your Understanding 










































| | 
| iW 
| | 
Ì i 
Now that you have studied this section, complete the following questions and problems. | 
II 
Thinking Critically | | 
1. Why do seasonal businesses take inventory at the end of the peak selling period? il RI 
2. What is the difference between a periodic and a perpetual inventory system? | | 
I 
WU 
Communicating Accounting | | 
Natural Wonder offers products organically | i 
grown or made from organic materials. Its prod- ill 
ucts include clothing, jewelry, gardening materi- | ì 
als, and hair and body care products. The store is ti 
interested in a system that will keep an accurate | 
count of inventory. Discuss the different inventory | 
systems and explain how frequently each system | | 
is updated. 
‘a || 
| 
Ì 
II 
Wh 
Problem 25-1 Preparing Inventory Reports | | 
In your working papers, complete the manual inventory sheet for Carole’s Gift Shop. Use i 
today’s date and your name as the clerk. | | 
Stock No. Item Unit Quantity Unit Cost | 
1790 Greeting Cards Doz. 32 6.00 | 
2217 Plush Toys Each 20 2.50 
1900 Balloons Doz. 12 50 | 
1201 Wrapping Paper Each 30 ole | I 
1205 Ribbon Spool 25 as | | 
3495 Novelty Buttons — Doz. 12 2.50 | 
2722 Music Boxes Doz. 6 60.00 i 
4200 Party Supplies Doz. 10 6.50 | il 
1907 Gift Boxes Doz. 5 275 | 
1742 Vases Doz. 2 12.50 IR 
4 (I 
\ 
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What You'll Learn 


* How to determine the 
cost of the me rchandise 


n hand. 


How to use the four 
inventory costing 
methods. 


ty It's Important 


spent determining the cost 
spe dete ng the cos 
of merchandise inventon 


[ Key BOS 


specific identification 
method 

first-in, first-out method 

last-in, first-out method 

weighted average cost 


| method 
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STE 


Determining the Cost 
of Inventories 


Tr 7 f 1 T 
© CT1€ ercnanadals¢ I ind 1S dete Hitec tne cos 
+ + } n - Sri x + = 
s calc ec ere are nventory costing meth- 
S USE SS19 STS Merci CISE 


Methods of Determining 
Inventory Costs 


vV Nern INErcnaridise 15 purcn ased, 1t 18 recorded 1n the accounting 
ìssigning a Cost to each item in Inventory Can De 
siness rchase tne same 1tem Many umes tn 
sing CT dI COST N change tom one purchase I 
Clg SL Gecic nicn COST yplies to eacn 1ten O 
S S SSeS SE E T n t ~ C sting me ods 
e specific 1den Ulcatl e IST-1I Tirst-out 
e  first-in, first-out e weighted average cost 


The eee identification Costing Method 
he specific identification method , the exact cost of each 





S 1ined and assigned to that item. The actual cost of each 
S rom tne 1n 1C€ 
he specific identification method is most often used by businesses that 
sell a small number of items with high unit prices. Appliance stores, auto- 
bile dealerships, and furniture stores often use this method. Let’s look at 
e D ctr cs Store uses the periodic entorv svstem. It 
A i ginning entor 5 laser disc plavers. During 
C C S TC SEC adalt 5 avers Wh 1 DNVSI1Ce 
ent c 1 May 31, there were 12 plavers still on hand 
COS ers was calculated as follows 
Date Description Units Cost Total 
June 1 Beginning inventory 15 $250 =$ 3,750 
Aug. 4 Purchase 20 250 = 5,000 
Dec. 8 Purchase 10 253 = 2,530 
Feb. 27 Purchase 10 258 = 2,580 
May 1 Purchase 10 260 = 2,600 
Tota 65 $16,460 
sing the spec \tification method, the accountant checks the 
ces the COS each the 12 plavers still on hand at 
the end \ € t 1d the g 


4 purchased @ $253 each = $1,012 
5 purchased @ $258 each = 1,290 
3 purchased @ $260 each = — 780 


12 players (ending inventory) $3,082 


The cost of ending inventory is $3,082. Once the cost of ending inven- 


tory is calculated, the cost of merchandise sold can be computed: 
Purchases available for sale 
— Cost of ending inventory 
Cost of merchandise sold 





In this example the cost of the laser disc players sold using the specific 
identification method is $13,378: 





Units Costo 

Cost of players available for sale 65 $16,460 

Less ending inventory 12 3,082. 

Cost of merchandise sold 53 $13,378 
The First-In, First-Out DSS Method 





The mei FIFO) of assigning cost assumes that 
the first items purchased (first in) are the first items sold (first out). The FIFO 
method assumes that the items purchased most recently are the ones on 
hand at the end of the period. The physical flow of most merchandise is 
first-in, first-out. For example, think about milk that is stocked by a super- 
market. Since milk is perishable, the supermarket stocks the shelves with the 
milk it purchased first. As that milk is sold, later purchases of milk are added 
at the back of the shelves. 
Let’s apply the FIFO costing method to our laser disc player example. 





Date Description Units Cost Total 
June 1 Beginning inventory 15 $250 = $ 3,750 
Aug. 4 Purchase 20 250 = 5,000 
Dec. 8 Purchase 10 253. = 2,550 
Feb.27 Purchase 10 258 = 2,580 
May 1 Purchase 10 260 = 2,600 

Total 65 $16,460 


Under the FIFO method, the items purchased first are assumed to be the 
items sold first. In other words, the 53 players sold are assumed to be as follows: 








Units 
Beginning inventory 15 
Aug. 4 20 
Dec. 8 10 
Feb. 27 3 
Total sold 53 
The items remaining in inventory are: 

Units 
Feb. 27 (10— 8 sold) DET 
May 1 10 
Total 2 








CONNECT TO... 
CIVICS 


The 16th Amendment 
gives Congress the power to 
“lay and collect taxes on 
incomes, from whatever 
sources derived, without 
apportionment among 
several States, and without 
regard to any census or 
enumeration.” It was passed 
in 1913 in response to an 
1895 Supreme Court verdict 
that declared a federal 
income tax unconstitutional. 
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4 international 


ACCOUNTING 


Holiday 
Observances 

When working with 
international clients, 
familiarize yourself with 
their local observances of 
holidays. Over 70 percent 
of the holidays celebrated 
each year change 
annually. Some countries 
have such diverse ethnic 
populations that they 
observe religious holidays 
for over 10 major religions! 








The cost of the ending inventory using the FIFO method is: 


10 units @ $260 each = $2,600 
2 units @ $258 each = 516 
12 units $3,116 


The cost of merchandise sold using the FIFO method is $13,344: 








Units 
Cost of players available for sale 65 $16,460 
Less ending inventory ae 3,116 
Cost of merchandise sold 53 $13,344 


= Last-In, First- Out DE Method 





it meth of assigning inventory cost 
assumes that the last items sui (last in) are the first items sold (first 
out). The LIFO method assumes that the items purchased first are still on 
hand at the end of the period. The earliest costs, therefore, are the ones used 
to assign a cost to the inventory. The physical flow of a stone and gravel 
company is last-in, first-out. When new gravel is purchased and delivered, 
it is deposited on top of the existing gravel. As gravel is taken from the top 
of the pile, the first gravel used is the last gravel delivered. 

Let's return to the laser disc player example and apply the LIFO costing 








method. 
Date Description Units Cost Total 

June 1 Beginning inventory 15 $250 = $ 3,750 
Aug. 4 Purchase 20 250 = 5,000 
Dec. 8 Purchase 10 253 = 2,530 
Feb. 27 Purchase 10 258 = 2,580 
May 1 Purchase 10 = =260 = 2,600 

Total 65 $16,460 


Using the LIFO method, the 12 players remaining in stock are from the 
beginning inventory of 15 units. The cost of the ending inventory is $3,000 
(12 units @ $250 each). 

The cost of merchandise sold using the LIFO method is $13,460: 


Units 
Cost of players available for sale 65 $16,460 
Less ending inventory Ae 3,000 
Cost of merchandise sold 53 $13,460 


The Weighted Average Cost Method 


A fourth method of assigning inventory costs is the weighted average 


cost method. The weighted average cost method assigns the average cost 


to each unit in inventory. The average cost is calculated by: 


e adding the number of units on hand at the beginning of the period and 
the number of units purchased 

e adding the cost of the units on hand at the beginning of the period and 
the cost of the units purchased 

e dividing the total cost by the total number of units 
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The average cost per unit is used to determine the cost of the ending 
inventory. Again, we will use the Disk Jockey example to apply the weighted 


average cost method. 





Date Description Units Cost Total EARLY INVENTIONS 
June 1 Beginning inventory 15 $250 = $ 3,750 In 1948, John Bardeen, 
Aug.4 Purchase 20 250 = 5,000 William Shockley, and Walter 
Dec. 8 Purchase 10 253. 2,530 H. Brattain announced the 
Feb. 27 Purchase 10 258 => 2,580 development of the three- 
May 1 Purchase _I0 == 260 = 2,600 electrode solid-state 
Total 65 $16,460 transistor. This invention 














permitted the miniaturization 
of computers and other 
electronic devices. 






The average cost per player is $253.23 ($16,460 + 65 units). 





The cost of the ending merchandise inventory using the weighted 
average cost method is $3,038.76 (12 units x $253.23). 

The cost of merchandise sold using the weighted average cost method 
is $13,421.24: 











Units 
Cost of players available for sale 65 $16,460.00 
Less ending inventory n 3,038.76 
Cost of merchandise sold 53 $13,421.24 





The following table illustrates the different inventory costing methods 
for Disk Jockey. Once an inventory costing method is selected, it is applied 
consistently. 





Method Cost of Players Sold Ending Inventory 
Specific identification $13,378.00 $3,082.00 
FIFO 13,344.00 3,116.00 
LIFO 13,460.00 3,000.00 





Weighted average 13,421.24 3,038.76 


ANALYZING FINANCIAL REPORTS 


Inventories 


In this chapter, you learned how to count and assign a value to inventory on hand at the end of a fiscal 
period. Knowing how much inventory is on hand helps managers make decisions about how much product 
to make. For example, too much inventory means the business has not sold what it has produced, and its 
money is tied up in the inventory. Managers would want to find out why the product is not selling as well as 
they expected when they set production numbers. 

Too little inventory means the business may not be able to fill orders without asking for faster delivery 
from suppliers and working employees overtime, both of which add to the cost of producing the 
product. Too little inventory also means that when you go to the grocery store to buy a pint of Ben & 

Jerry’s Cherry Garcia ice cream, the stock is out. You may decide to buy some other 
product. Higher costs and out-of-stock situations mean lower profits for the company. 


> Analyze the Report: 
Use Ben & Jerry’s balance sheet on page 803 to answer these questions. 
1. How did inventories for Ben & Jerry’s change from 1996 to 1997? pen 
2. What might be some reasons for this change? or 
3. If production levels had increased but inventories had remained roughly the same for i eral 
1996 as for 1995, what would have been the effect on sales and net income? : 


M 
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SEGTION 2 Check Your Understanding | 

















Thinking Critically 


1. What type of business would use the specific identification costing method? 




















2. Contrast the LIFO and FIFO inventory costing methods. 





Computing in the 
Business World 
Foxfire Golf Club Pro Shop uses the specific iden- 
tification method for inventory control. At the be- 
ginning of the year, Foxfire had 30 golf club sets on 
hand. The golf club sets were purchased for $800 each. 


An additional 12 golf club sets were purchased during 





the year at $875 each. When inventory was taken at 


the end of the season, 5 golf sets were still on hand. 


The remaining 5S sets were valued at $875 each. Using 





the FIFO method of inventory valu- 





ation, what was the total cost of = 
merchandise sold? FA 





Problem 25-2 Determining Inventory Costs 


l'he following items were purchased by Kudos Leather Goods during the month of April: 


April 2 34 wallets @ $12.95 each 
April 8 24 wallets @ $13.10 each 
April18 = 15 wallets @ $13.25 each 
April 26 20 wallets @ $13.27 each 











On April 1 the business had in inventory 19 wallets 
valued at $12.90 each. On April 30 the business had 36 wal- 
lets in inventory; of these wallets, 8 were purchased on April 2, 
15 were purchased on April 8, 3 were purchased on April 18, and 


10 were purchased on April 26. 


Instructions In your working papers, calculate the cost of the ending inventory using: 
(a) the specific identification method 
(b) the FIFO method 
(c) the LIFO method 


(d) the weighted average method 
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ERIC MONGO 


Accounts Payable Accounting Assistant 
KICU-TV, Channel 36 


Q: How did you get interested in accounting? 
A: | developed the interest while working in a family 
business. | worked as a temp for about three months, then 
realized that my boss was really smart. | knew | could learn 
much from her and get more experience than | could get in 
a class. 








Q: What do you do on a typical day? I 
A: It depends on the week. My functions have recently been Tips from . - - 
expanded to include payroll. If it is a payroll week, from Monday 

through Wednesday | process payroll in the morning. In the 
afternoons, | do journal entries. On regular weeks, | pick up the 
mail and classify the invoices we've received by how each of them 





pi Robert Half International Inc. 


[RHI 
Many executives believe 


a good team player is one 



























: : i ines. 
is to be paid. | also talk to vendors about payment and to company | who can meet il: i 
employees about their checks. | Everyone must help ur 
project on track. If you n 
Q: Is a degree necessary for a position as an | everyone else has is 
accounting assistant? “harder to compensate. — 


A: Companies often require a bachelor’s degree of some kind. 
They also require some experience, especially if you don't have an 
accounting or finance degree. You need basic accounting skills. 
Companies are reluctant to hire someone who has to be taught 
everything from the beginning. 


Q: What is the future like for an accounting assistant? 
A: There are quite a lot of openings to go into from here, such as inter- 
national business or auditing. Accounting is good experience if you want 
to run your own business. 


CAREER FACTS 


Nature of the Work: Organize and process invoices and checks; journal entries; data entry 
Training or Education Needed: A bachelor's degree, and some accounting experience. 
Aptitudes, Abilities, and Skills: Accounting, time management skills, problem-solving skills, 
accuracy, and communication skills. 





Salary Range: $10 to $25 per hour, depending on skills, experience, duties, and location. 
Career Path: Start as an entry-level temp, then take on more difficult tasks and eventually 
move up as you develop more skills. 





Thinking Critically: How might you get the basic accounting experience you need for an 
entry-level accounting position? 
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What You'll Learn 


| * How to choose an in- 

| ventory costing method. 
| © The effect of the inven- 

| tory costing method on 

gross profit. 


* How to use the lower-of- 


cost-or-market method. 

* How to apply to inven- 
tory the accounting 
principles of consistency 
and conservatism. 


Why It's Important 


It is essential that busi- 


ness owners and managers 
understand how the choice 


of an inventory costing 
method affects the 
financial statements. 


| Key Bs 


consistency principle 
market value 
conservatism principle 














Cost of Inventory 
Businesses must know 

the cost of inventory in 

order to purchase insurance 










on the in entory, pay 
income an. personal 
property tax cs, and prepare 


financial stat nts. 
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Analyzing the Inventory 
Costing Methods 


\ business may use any one of the four 






inventory costing methods. 


Careful consideration is given to this choice because it affects the gross 


profit reported by the business. 


Choosing an Inventory Costing Method 


When a business applies the same 
accounting methods from one period 
to the next, the business is applying 





e. Once a 





business chooses an inventory costing 


method, the business must use it con- 
sistently. This 


tors compare financial 1 


helps owners and credi- 


eports trom 





È = 
=" = 


Businesses are permitted to change costing methods but must declare 


one period to another. 


the reasons for changing and how the change will affect the financial 
statements. In addition, the business must get permission for the change 
from the Internal Revenue Service. 
When making a 


use, the owner or manager compares the four methods and selects the 


decision about which inventory costing method to 
one that is likely to be the most beneficial to the company. The owner 
or manager will consider the present economic conditions and the future 
economic outlook. He or she will also consider whether prices and 


demand for the product will remain stable, will increase, or will decrease. 


Comparing the Four Methods of 
Determining Inventory Cost 


Ihe cost of ending inventory affects the cost of merchandise sold, 
which in turn affects the income or loss reported on the income state- 


ment. Remember: 


Sales 
— Cost of merchandise sold 


Gross profit on sales 
— Operating expenses 
Net income (loss) 


The following table compares Disk Jockey’s gross profit on sales using 


nethods. All of the laser disc players were sold 


$320). 


the four inventory costing ! 


for $320 each. Total sales are $16,960 (53 units 





Specific First-In, Last-In, | Weighted 

Identification First-Out First-Out —Average 

Sales $16,960.00 $16,960.00 $16,960.00 $16,960.00 
Less: Cost of 

merchandise sold 13,378.00 13,344.00 13,460.00 13,421.24 
Gross profit 

on sales S 3,582.00 $ 3,616.00 $ 3,500.00 $ 3,538.76 


Over the year the cost of the laser disc players increased from $250 to 
$260. As shown in the table, in a period of rising prices, the LIFO method 
results in the lowest gross profit on sales. The FIFO method results in the 
highest gross profit on sales. 

Businesses pay income taxes on income earned. As shown above, the in- 


ventory costing method used by a business can increase or decrease its taxes. 


Reporting Inventory Cost Using the 
Lower-of-Cost-or-Market Rule 


The cost of the inventory is reported on the income statement and the 
balance sheet. The cost of the ending inventory that appears on the finan- 
cial statements is the lower of cost (calculated using one of the four inven- 
tory methods) or market value. 


Market value is the current price that is charged for similar items of 


merchandise in the market. Market value is the cost at which the inventory 
items could be replaced at the date of the financial statements. 

Let’s look at an example. Assume that Disk Jockey determines that the 
current market value of the laser disc players is $248 each. At market the 
players are worth $2,976 ($248 
uses the FIFO inventory costing method. Under this method the cost of the 


12 units). Assume also that Disk Jockey 
ending inventory was $3,116. 

Following the lewer-of-cost-or-market rule, Disk Jockey will report 
inventory at $2,976. 


Lower ot cost (FIFO) $3,116 
or 
Market 2,976 


Cost is the most common basis for reporting inventory. Occasionally 
inventory may be worth less than its cost. For example, some merchandise 
items may deteriorate or become obsolete. If the market value of such items 
is less than the cost, the difference is a loss to the business. In such a case, 
it is more Create to report inventory at market value. 

The conser iple 





ple is another principle of accounting. To be 

conservative is to take ine ae route. In reporting the financial position of 

a business, the conservatism principle states that it is best to present amounts 

that are least likely to result in an overstatement of income or assets. The 

lower-of-cost-or-market rule is conservative for two reasons: 

(1) Decreases in inventory value (losses) are recognized when they occur, 
but increases in inventory value are not recorded. 

(2) Inventory as reported on the balance sheet is never greater, but may be 
less, than the actual cost of the inventory. 


Section 3 





Key Points 

The Effect of Inventory 

Costing on Net Income 
A cOMpany 9 YTOSS 

profit on sales and net 

income are affected by 

the inventory costing 

method used. 








Revere 















Run 


Understanding 
Spreadsheet 
Formulas 


Spreadsheet formulas 
identify the cells affected, 
rather than the amounts 
themselves. For example: 

* to subtract the cost of 
merchandise sold from 
net sales, you might 
enter E5-E16, where net 
sales are in E5 and cost 
of merchandise sold is 

in E16. 
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SECTION 3 Check Your Understanding 











Thinking Critically 

1. If a business wants to change its inventory costing method, why must it get permission 
from the Internal Revenue Service? 

2. Explain why the lower-of-cost-or-market rule for inventory valuation is a conservative 


approach. 
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Analyzing Accounting 


The management of Baby 
Steps Children’s Store wants to 
report the largest gross profit on 
sales. Using the graph, compare Weighted 


È - average 
the gross profit on sales for the 3 


i . Last-in, 
four inventory costing methods. . 
Ioni È ‘ first-out 
Which method results in the i 
i First-in, 
largest gross profit on sales? first-out 


Specitic 
Identification 


119,500) 120,000) 120,500) 121,000) 121,500) 122,000 





Problem 25-3 Analyzing a Source Document 


Read the following memorandum and complete the assigned task. 





fens 
Toys jy Things 


~ 


MEMORANDUM 


TO: Accounting Clerk 
FROM: Accounting Manager 
DATE: June 30, 20-- 


SUBJECT: Change in Inventory Method 


We have received approval to change from the LIFO to the FIFO method of 
determining our inventory costs. Please calculate the cost of the Walk-A- 
Long Dolls using the FIFO method. There are 36 dolls in inventory. 


Walk-A-Long Dolls Beginning inventory 8@ $15.45 






Purchases 6/11 12@ $15.95 
6/17 10@ $16.25 
6/22 6@ $16.40 


Instructions A = fos 


1. What is the new value of the ending inventory? 
2. Assume that all 36 dolls were sold for $21.95. What is the gross profit for this item? 
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CHAPTER 25. SUMMARY 


KEY CONCEPTS 


It is important for a business to keep accurate inventory records so that the financial statements 
are correct. 

Most businesses take a physical inventory count at least once a year. 

Inventory Systems 


Provides current inventory records at A physical count of all merchandise 
any point in time. on hand is required to update 
inventory records. 


Perpetual inventory systems are used by most large businesses. Periodic inventory systems are 
otten used by small businesses that maintain manual accounting records. 
Inventory Costing Methods 


Specific identification method The exact cost of each item is tracked. 


First-in, first-out method (FIFO) Assumes that the first items purchased 
are the first items sold. 


Last-in, first-out method (LIFO) Assumes that the last items purchased 
are the first items sold. 


Weighted average cost method Uses an average cost for each 
inventory item. 


A company’s gross profit on sales and net income are affected by the inventory costing 

method used. 

A business must be consistent with the inventory costing method it uses. A change in inventory 
valuation method must be approved by the Internal Revenue Service. 

The cost of ending inventory affects the cost of merchandise sold, which in turn affects the 
income or loss reported on the income statement. 

The lower-of-cost-or-market rule is a conservative approach to costing inventory. On the 
financial statements, ending inventory is reported at the lower of cost (using one of the costing 
methods) or market value. 


Chapter 25. Summary 











Grandma's Toy Attic is in the process of changing from a 
manual to an automated system of inventory control. You, as the 
owner, plan to hire an inventory supervisor who understands 
accounting principles, inventory control, and business economics 
as well as computer applications. You decide to run an advertise- 
ment in your local newspaper to find the most qualified indi- 
vidual. Use the terms listed below and write an advertisement to 





attract applicants for the inventory supervisor position. You are 
encouraged to give your newspaper some layout ideas for the 


advertisement. Also, use these terms to create a job description. 


| conservatism principle periodic inventory system 
| consistency principle perpetual inventory system 


first-in, first-out method point-of-sale terminal 


i specific identification method 


last-in, first-out method 
| market value | weighted average cost method 
| online 





| Understanding Accounting 





Concepts and Procedures 


Instructions 
On a separate sheet of paper, answer the following questions: 
Why should a company have a control system for its merchandise inventory? 
What is the difference between a periodic and a perpetual inventory system? 
Why is a physical inventory count taken at least once a year? 

| . Why is it difficult for some businesses to use a perpetual inventory system? 


What advantage is there in using a perpetual inventory system? 





What is meant by the phrase “with the FIFO method, the inventory is based on the most 
recent costs”? 


How does the inventory costing method affect gross profit on sales and net income? 


What is the lower-of-cost-or-market rule, and why is it used? 
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Case Study... inter NET 


CONNECTION 


Inventory Management 

Inventory management can be 
a nightmare without the proper 
organization and technology. A 
variety of perpetual inventory 
management systems exist that 
help the business owner keep track 
of inventory quantities as well as 
sales and product orders. Bar codes 
and advanced database systems are 
just two tools available to businesses. 
Do This: 

Locate Web sites that deal with 
inventory management products. 
Try key words like “point-of-sale,” 
“bar codes,” and “inventory.” 





















=_= 


Merchandising Business: Home 
Building and Supply 

Remodeling a kitchen? Adding a deck to your 
home? Home Helper is a building supply store that 
sells everything from lightbulbs to lumber, cabinet 
fixtures to appliances. Because it stocks many sizes 
and varieties of building products, the store has a 
huge inventory. 

You work for a local CPA firm that has been hired 
to evaluate the store’s inventory procedures. The 
store manager wants to make sure the store is using 
the most appropriate inventory costing method. 





—— 


Thinking Critically: 

Think about the types of products stocked by a 
home building supply store. Of the four inventory 
costing methods you have studied in this chapter, 
recommend the best method for Home Helper. 
Assume that costs are expected to remain stable over 
the next few years. Explain the reasons for your 
recommendation. 


1. List three companies that offer 
inventory management 
products. 


N 


. Name one inventory 
management product. 


3. What are the benefits of using 
inventory technology? 


Conducting an Audit with Alex 


Instructions Verify the accuracy of the inven- 
» tory sheet below. Correct any errors on a separate 
P sheet of paper. 


Workplace Skills 





Selecting Equipment and Tools 

Many business tasks that are done manually 
can be performed in a fraction of the time if 
automated. Selecting equipment and software to 
achieve desired outcomes, demonstrates your 
evaluation skills. 


On the Job: 

Your manager, Richard Smythe, has decided to 
switch from a manual inventory system to an 
automated perpetual system. 


INVENTORY SHEET 


DATE 11/30/20-- CLERK Janet Milhouse PAGE 17 


QUANTITY | UNIT COST | TOTAL VALUE 


| 
a 
. al a 13 


| 54 


STOCK NO | ITEM UNIT 


| 
lt L 
: 2184 | Socks |< | Lu 
2724 |Hat | Each += 31 | 95] 246 
4163 |Gloves | Par | 14 | 12 140) _ 137, 60 


2261 | Gloves Pair — [ _9 | 14 80. 133, 20 
3290 Mittens, Pair § 17 | 14 Hi _209/ 90 


Pair 


Thinking Critically: 

Write a proposal to Mr. Smythe that 
emphasizes the benefits of using a perpetual 
inventory system. Specifically address time 
savings and revenue possibilities. 








inn zanna —__—_ 1 


Si 


TOTAL FOR THIS | SHEET | 875, 47 
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CHAPTER 29 COMPUTERIZED ACCOUNTING 





Inventory Costing 
Making the Transition from a Manual to a Computerized System 


Task In a Manual System In a Computerized System 


Determining the cost 1. Enter purchases of merchandise onto | 1. When the accounting system is set 

of inventories in a stock cards. up, the costing method must be 

perpetual inventory 2. Enter sales of items onto stock cards. determined. Many computerized 

system 3. At period end, calculate number and systems link the cash register to the 

value of remaining inventory items. accounting system. 

Purchases of merchandise update not 

only the general ledger but also 

update the inventory records. 

3. As sales are made, the system 
updates the inventory records. 

4. Inventory quantities and values are 

available when needed. 

















Nv 





Wt 
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Maintaining and Costing Inventories in PEACHTREE 





Peachtree Question Description 
How are inventory records set up . Select Default Inventory from the Maintain menu. 
in Peachtree? . Select Inventory Items. 


. Click the G/L Accts/Costing tab and enter the G/L account numbers 
for sales and purchases. 
. Click the Taxes/Shipping tab and enter a (V) if sales taxes are to be 
collected on items sold. Click OK. 
. From the Maintain menu, select Inventory Items. 
6. Enter Item ID codes, descriptions, price, and costing method (FIFO, 
| LIFO, or Average) for all inventory items. 
The costing method cannot be changed once transactions have been 
posted against the item. 





How do I track inventory? . When recording sales or purchases of inventory items, use the 
established item codes. With each transaction, the system will update 


the inventory records. 





How do I generate inventory . From the Reports menu, choose Inventory. 

reports? . Select Inventory Valuation Report from the reports list. Quantities on 
hand and values for each item are displayed based on the costing 
method default. 







What does the software do . Peachtree tracks the inventory items and automatically updates the 
“behind the scenes?” quantities after each transaction. 
. The Cost of Merchandise Sold G/L account will contain all transactions. 





led instructions: See the Peachtree User Guide in your Glencoe Working Papers. 
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APPLICATION OPTIONS 


Complete chapter 
problems one of three 


Problem 25-4 Calculating the Cost of vai 


Ending Inventory 1 Manual Working 


Papers in your 
—— Glencoe Workbook 








Sunset Surfwear sells wet suits. On January 2 there were 21 wet suits, at a 
total cost of $4,809 in inventory. 








or 
Date Description Wet Suits Cost Total Peachtree for 
Jan. 2 Beginning inventory 21 $229 = $ 4,809 2 Windows 
Jan. 3 Purchase 10 235 2,350 STD 
Mar. 17 Purchase 6 238 1,428 re) 
July27 Purchase 12 240 2,880 3 piso 
Sept.27 Purchase 10 241 2,410 > ui + 
Nov. 29 Purchase 6 244 1,464 
Total 65 $ 15,341 


At the end of the year, there were 17 wet suits in ending inventory. Of 


iene: 


these, 1 was purchased on July 27, 10 were purchased on September 27, and 
6 were purchased on November 29. SMART GUIDE 





Step-by-Step Instructions: 

Problem 25-4 

i 1. Select the problem set 

(b) the FIFO method for Sunset Surfwear 

(c) the LIFO method (Prob. 25-4). 

2. Rename the company 
and set the system date. 

es 3. Print the followin 

Analyze: Which inventory method resulted in the lowest cost of the ae dda 

ending inventory? Valuation Report, Cost of 
Goods Sold Journal, and 
Item Costing Report. 

4. End the session. 


TIP: Set the date range for 


Instructions Assign a cost to the ending inventory using the following: 
(a) the specific identification method 


(d) the weighted average cost method 





Problem 25-5 Completing an Inventory Sheet 


. : a / the Cost of Goods Sold 
InBeat CD Shop assigns a cost to its inventory using the lower-of-cost-or- Journal to include data for 
market rule. In your working papers, there is a partial inventory record. As the entire year. 


an example, the first line of the inventory record has been completed. 


INVENTORY RECORD 









Current 7 
Cost Market Price to Total 


Inventory | per Unit | value be Used Cost 


Item 
No. 






Item 








Blank CDs 2.88 2.67 64.08 





Continued @ 
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| | % ADSHEET Instructions Complete the inventory record. Do the following: 
| SMART GUIDE (1) Select the lower-of-cost-or-market value. Enter that amount in the Price 
| 
| 





to be Used column. 


Step-by-Step Instructions: 
Problem 25-6 


| i 1. Select the spreadsheet 


(2) Calculate the total cost ot each item by multiplying the units in ending 
inventory by the Price to be Used column. 


| template for Problem (3) Add the amounts in the Total Cost column to determine the total cost of 
| 25-6. the ending inventory. 
2. Enter your name and È 
the date in the spaces Analyze: How many of the items used market value rather than actual cost? 
provided on the : ° 
template. 


3. Complete the spread- 5 o 
sheet using the 54-42: Problem 25-6 Calculating Gross Profit 
instructions in your pee 
working uu aes * on Sales 
4. Print the spreadsheet 
and proof your work. 
5. Save your work and exit summarized the cost of its ending inventory as follows: 
the spreadsheet program. 


Using the four inventory costing methods, Shutterbug Cameras 


Specific First-In, Last-In, Weighted 
Identification First-Out First-Out Average Cost 





| $21,476.00 $21,581.40 $21,410.93 $21,447.36 
Shutterbug Cameras also reported the following amounts: 
Net sales $53,874.92 
Purchases available for sale 57,621.31 

Instructions Using the above information, determine the cost of 


merchandise sold and the gross profit on sales for each of the inventory 


costing methods. 


Analyze: Which method resulted in the largest gross profit on sales? 


ul PEACHTREE 





SMART GUIDE l 
l Problem 25-7 Reporting Ending Inventory on 
Step-by-Step Instructions: 


Problem 25-7 the Income Statement 


| 1. Select the problem set 
for Cycle Tech Bicycles 
(Prob. 25-7). beginning of the year, the shop had in stock six Model #8274, ten-speed 
2. Rename the company bicycles, valued at $2,364 (6 bicycles @ $394 each). During the year the 
and set the system date. ° ° : 
3. Print the following 





Cycle Tech Bicycles operates on a fiscal year beginning January 1. At the 


business made the following purchases: 











reports: Inventory . 
Valuation Report Coste Date Bicycles Cost Total 
Goods Sold Journal, and Jan. 20 4 $399 = $1,596 
Item Costing Report. Mar. 5 5 415 = 2,075 
4. Print an Income 
Statement and a Balance Apr. 23 7 419 = 2,933 
Sheet. Aug. 14 - 423 = 1,692 
5. End the session. ; Oct. 3 6 430 = 2,580 
TIP: Remember to set the = 
date range for the Cost of Nov. 17 3 435 = 1,305 
Goods Sold Journal to Total Purchases 29 $12,181 
| include data for the entire o ; 
II year. [here were seven bicycles in inventory at the end of the period. During 


the year the bicycles sold for $675 each. 
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Instructions J PEACHTREE 
(1) Calculate the cost of the ending inventory using the FIFO, LIFO, and SMART GUIDE 
weighted average cost methods. 





Step-by-Step Instructions: 





(2) Using the costs calculated in (1), determine the cost of merchandise sold Problem 25-8 
for each inventory costing method. 1. Select the problem set 
(3) Prepare a partial income statement for each inventory costing method for Buzz Newsstand 
showing sales and the calculation of gross profit on sales. Assume that (Prob. 25 — 8). 
2. Rename the company 
the sales and purchases are net amounts. and set the system date. 
. i i _ 3. Record all of the 
Analyze: Which method resulted in the lowest cost of merchandise sold? purchases transactions 
using the 
Purchases/Receive 


Inventory option. 

4. Record the 
transportation charges 
using the Payments 






sourcepocument Problem 25-8 Calculating 
li Cost of Merchandise Sold 





and Gross Profit on Sales option. 
Buzz Newsstand started the month ot May with the following inventory > Record the a sales 
? 3 x using the Receipts 


ot disposable cameras: option. 
6. Print a Purchases Journal, 


Units on Cash Disbursements 








Stock No. Brand Hand Unit Cost Selling Price Journal and a Cash 
3845 Lenox 4 $9.60 $ 17.95 Receipt soumalte pioet 
o your work. 
9265 Paterson 3 8.10 16.88 wea Inventory 
: È à Valuation Report, Cost o 
4850 McMahon 5 7.60 15.95 Goods Sold Journal, and 
Buzz Newsstand uses the FIFO method to calculate the cost of its Item Costing Report. 
or È 1 i ia 8. Answer the Analyze 
merchandise inventory. The May 31 physical inventory count indicated: question. 


9. End the session. 


Lenox 4 cameras Paterson 7 cameras 
Lancaster 5 cameras McMahon — 5 cameras TIP: Determine the quantity 
sold for each camera and 
. enter the sales as a multi- 
Instructions i / i / / part cash receipt. Record 
(1) How many units of each of the four cameras were sold during May? the total sales for each 
(2) Using the chart provided in your working papers, calculate the gross camera on the last day of 


. _ È the month. 
profit on sales for each type of camera. 


Transactions 


Purchased 10 Lancaster cameras at $8.45 each. 
Purchased 5 McMahon cameras at $7.80 each. 
Purchased 6 Lenox cameras at $9.95 each plus a $4 
transportation charge. 

Purchased 5 Paterson cameras at $8.25 each. 
Purchased 8 Lancaster cameras at $8.60 each. 
Purchased 4 Lenox cameras at $10.10 each plus a $5 
transportation charge. 

Purchased 8 Paterson cameras at $8.30 each. 
Purchased 4 Lancaster cameras at $8.85 each. 






SOURCE DOCUMENT 
PROBLEM 


Problem 25-8 


Use the source docu- 
ments in your working 
papers to record the trans- 
actions for this problem. 












Analyze: Which camera sold the most number of units in May? 
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Learning Objectives 


When you have completed this 
chapter, you will be able to: 





used by businesses. 


> Determine the due date, interest 
expense, and maturity value of a 
promissory note. 


> Explain the difference between 
interest-bearing and noninterest- 
bearing notes. 


> Record journal entries for notes 
payable and notes receivable. 


» Define the accounting terms 
introduced in this chapter. 

















Notes Payable and 


> Explain how promissory notes are 


Carnival Corporation 
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Receivable 
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EVALUATING NOTES 


Can you imagine your next vacation aboard a cruise ship? Then 
check out the cruises offered by Carnival Corporation. Carnival 
is known for its “Fun Ships,” which offer on-board entertainment that 
appeals to all ages. Cruise lines offer fitness facilities, gaming, movies, 
guest entertainers and shows, musical revues, and of course plenty of 
food, fresh air, and sunshine. One of Carnival’s ships, the Destiny, is 
the largest passenger vessel in the world, weighing over 100,000 tons. 
This ship has ten decks of passenger rooms and public spaces! 

When Carnival buys a new cruise ship, the amount of the 
purchase order is staggering. Carnival recently purchased a new 
ship for $300 million to be operated by Carnival’s Holland 
America Line. Like other companies that make very large 
purchases, the company may choose to borrow money for the 
purchase by issuing a note payable. 


What do you think? 
In addition to a note payable, can you think of at least two other 
ways a company might pay for a large purchase? 



















Have you or your parents ever 
bought a new or used car? Chances 

are you made a down payment and 

then signed a note payable for the rest of the 
purchase price. When businesses buy costly 
items, such as manufacturing equipment or 
even an office building, they also sign a note 
payable. In this chapter, you'll learn how to 
calculate the interest on a business note and 
record the total amount payable. 


Dnvestigate: 





Have you noticed any items that were 
purchased by your employer that may have 
required signing a note payable? This might 
include purchases like equipment, buildings, 
vehicles, or land. 
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What You'll Learn 


A 





* How promissory notes 
are used. 

* Howto determine 
the due date, interest 
expense, and maturity 
value of a promissory 
note. 


Why It's Important 


In order to properly 
record a promissory note in 
the accounting records, you 
need to read and interpret 








the information found on 
the note itself. 


| 974 TERMS 


promissory note 
principal 

face value 

term 

issue date 

payee 

interest rate 





maturity date 
maker 

interest 
maturity value 





SECTION | 


Promissory Notes 


If you or a member of your 
family have ever purchased a 
car, then you may have signed 
a note to pay for the vehicle 
over a certain period of time. 
You may have signed a note 
with a company like Ford 
Motor Credit or with your 
bank. For large purchases, and 
sometimes even small ones, 
customers will promise to pay 





the debt over a period of time 
instead of paying for the item at the time of the purchase. In this chap- 
ter you'll learn how promissory notes are recorded. 


A Promise to Pay 


A promissory note is a written promise to pay a certain amount of 
money at a specific time. “Promissory note” is often shortened to “note.” 
Promissory notes are formal documents that are evidence of credit granted 
or received. For example, Levitz Furniture Store may ask for a promissory 
note from a customer who needs more time to pay an account receiv- 
able. A business like Office Depot may issue a promissory note to obtain 
a loan from a bank. 

To be upheld in a court of law, a promissory note must contain cer- 
tain information, which is shown in Figure 26-1. 


Determining the 
Maturity Date of a Note 


When a note is signed, the maker agrees to repay the note within 
a certain period of time, usually expressed in days or months. This 
period of time is the term of the note. Both the term and the issue 
date (date on which the note is signed) are needed to determine the 
maturity date (due date) of a note. 

Let’s use the promissory note in Figure 26-1 as our example. In sign- 
ing this note, Michael Brown, manager of On Your Mark Athletic Wear, 
agreed to pay Athletic Equipment Inc. the principal plus interest 90 days 
from September 14. To determine the maturity date: 
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. Determine the number of days remaining 
in the month in which the note is issued. 30 days 

No interest is charged for the issue date, so 

subtract the date of the note from the 


i 16 days 
number of days in the month. 





. Determine the number of days remaining 
after the first month. To do this, subtract 
the days calculated in Step 1 from the term 
ot the note. 


90 days 


74 days 





. Subtract the number of days in the next 
month (October) from the number of days 
remaining after Step 2. 


74 days 


43 days 


L 


—30 days 
13 days 


. Subtract the number of days in the next 
month (November) from the days 
remaining after Step 3. 


43 days 


. Since there are only 13 days remaining, 
the due date is 13 days into the next 
month (December). 





Principal or Face Value— 


amount being borrowed 


a 


Ninety days ——____. 
Payee—person or ——+ Athletic Equipment Inc. 


business to whom 
the note is payable 


Term of note—amount 


of time the borrower has 
to repay the note 








11.5% 


per year. 


_December 13, 20-- 


Due date _ 


Interest Rate—fee charged 


for use of money; stated as a 
percentage of the principal 


Maturity Date—due 


date of the note 


Figure 26-1 Promissory Note 


— 14 days 


— 16 days 


—31 days 


e Date Sept. 14 


° after date | promise to pay to 


Two thousand five hundred dollars. ; 


— Michael Brown 





Key Points 


in September 


issue date is 
September 14 


Number of Days 
in Months 

January, March, 

May, July, August, 
October, and December 
have 31 days. 

April, June, Sep- 
tember, and November 
have 30 days. 

February has 28 
days (29 days ina 
leap year). 


term of note 
in September 
remaining 


in October 
remaining 





in November 
remaining 


The due date for this note is 
December 13. 


Issue Date—date on 


which a note is written 


NOTE 42 


_ QST 


_ the sum of 


__ with interest at the rate of 


Maker—the person or 
business promising to repay 
the principal and interest 
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MAGCOUNTING 


Gender Roles 


In the U.S., women's 
roles are more varied than 
in many other cultures. In 
countries where women 
play little part in business, 
American businesswomen 
may find it particularly 
challenging to negotiate or 
express their opinions. In 
certain cultures, females 
are not permitted to drive 
a vehicle, wear bright 
colors, make eye contact, 
or shake hands with a male. 
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Some businesses and banks use time calendars to calculate the maturity 


date of a note. Figure 26-2 shows an example of a time calendar. The time 


calendar has two sets of days: (1) the day of the month (left and right 


columns), and (2) the day of the year, by month (middle column). 


To calculate a maturity date using the time calendar, follow these steps: 


1. Locate the issue date of the note (for example, 14) in the Day of 


month column. Move across the month columns to the issue 


month (September). In our example September 14 is the 257th 


day of the year. 


2. Add the number of days in the term of the note (90) to the day 
of the year. The sum of the two numbers is 347 (257 + 90). 


3. Find the number 347 in the month columns. The 347th day of 


the year is in December. The maturity month is December. Move 


across to the Day of month column. The 347th day of the year 
corresponds to the 13th day of the month. The due date of the 


note is December 


tr r 








Jan. | Feb. | Mar. 
L Sel 
1 | 32 | 60 
2 | 33 | 61 
3 | 34 | 62 
435 | 63 
5, |: 36 64 
6 | 37 | 65 
7 | 38 | 66 
8 | 39 | 67 
9 | 40 | 68 
10 | 41 69 
MOL DIS 42: || 70 
120/1200489 71 
bilie. 79 
14 | 14 | 45 | 73 
15 | 15 | 46 | 74 
16 | 16 | 47 | 75 
17 | 47 | 48.) 76 
16°} 46. 1 :49-| 77 
19 | 19 | 50 | 78 
200) 20040510) 29 
21 | 21 | 52 | 80 
291/232 È. 63 | 81 
231 23 | S4 | 82 
24 | 24 | 55 | 83 
25 | 25 | 56 | 84 
26 | 26 | 57 | 85 
27 | 27 | 58 | 86 
DE (280) 00-87 
29 | 29 | | 88 
30 | 30 | | 89 
31.138) 90 


NOTE: For leap years, after 
the table. 
































lo. 

Apr. May June July Aug. Sept. | Oct. Nov Dec.| 5 | 
91 | 121 | 152 | 182 | 213 | 244 | 274 305 335 | 1 
92 | 122 | 153 | 183 | 214 | 245 | 275 | 306 | 336 | 2 
93 | 123 | 154 | 184 | 215 | 246 | 276 | 307 | 337 | 3 
94 | 124 | 155 | 185 | 216 | 247 | 277 | 308 | 338 | 4 
95 | 125:| 156 tee | 217 | 248 | 278 | 309 | 339) 5 
96 | 126 | 157 | 187 | 218 | 249 | 279 | 310 | 340 | 6 
97 | 127 | 158 | 188 | 219 | 250 | 280 | 311 | 341) 7 
98 | 128 | 159 | 189 | 220 | 251 | 281 | 312 | 342 | 8 
99 | 129 | 160 | 190 5 |:252.| ‘28203131343: 19 
100 | 130 | 161 | 191 | 222 | 253 | 283 | 314 | 344 | 10 
101 | 131 | 162 | 192 | 223 | 254 | 284 | 315 | 345 | 11 
102 | 132 | 163 | 193 | 224 | 255. | 285 | 316 | 346 | 12 
103 | 133 | 164 | 194 | 225 | 256 | 286 | 317 | 347 | 13 
104 | 134 | 165 | 195 | 226 | 257 | 287 | 318 | 348 | 14 
105 | 135 | 166 | 196 | 227 | 258 | 288 | 319 | 349 | 15 
106 | 136 | 167 | 197 228 | 259 | 289 | 320 | 350 | 16 
107 | 137 | 168 | 198 | 229 | 260 | 290 | 321 | 351 | 17 
108 | 138 | 169 | 199 | 230 | 261 | 291 | 322 | 352 | 18 
109 | 139 | 170 | 200 | 231 | 262 | 292 | 323 | 353 | 19 
110 | 140 | 171 | 201 | 232 | 263 | 293 | 324 | 354 | 20 
111 | 141 | 172 | 202 | 233 | 264 | 294 | 325 | 355 | 21 
112 | 142 | 173 | 203 | 234 | 265 | 295 | 326 | 356 | 22 
113 | 143 | 174 | 204 | 235 | 266 | 296 | 327 | 357 | 23 
114 | 144 | 175 | 205 | 236 | 267 | 297 | 328 | 358 | 24 
115 | 145 | 176 | 206 | 237 | 268 | 298 | 329 | 359 | 25 
116 | 146 | 177 | 207 | 238 | 269 | 299 | 330 | 360 | 26 
117 | 147 | 178 | 208 | 239 | 270 | 300 | 331 | 361 | 27 
118 | 148 | 179 | 209 | 240 | 271 | 301 | 332 | 362 | 28 
119 | 149 | 180 | 210 | 241 | 272 | 302 | 333 | 363 | 29 
120 | 150 | 181 | 211 | 242 | 273 | 303 | 334 | 364 | 30 

| 151 | 212 | 243 | | 304 | 365 | 31 


February 28, the number of the day is one greater than that given in 


Figure 26-2 Time Calendar 
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Calculating Interest 


on a Note 
Interest is the fee charged for the use of 


money. The interest rate is the interest stated 
as a percentage of the principal. The interest 


on a promissory note is based on three factors: 


e principal 


e interest rate 





e term of the note 





The formula used to compute interest is: 


Interest = Principal x Interest Rate x Time 













Interest rates are usually stated on an annual basis; that is, they are 





usually based on a borrowing period of one year. To find the interest on a Travel 


i i | a | The cruise shi 
promissory note for one year, multiply the principal by the interest rate. For i ee 
ua i Ì business became 
example, the interest on an 11.5%, $2,500 promissory note for one year is 
: : more popular after a 






$287.50 ($2,500 X .115 = $287.50). 


i i . 1 television program called 
If the term of a promissory note is less than one year, the time in the 


The Love Boat. Popularity of 
vacation cruises has meant 
operating profits of $1 billion 
for the three biggest cruise 
lines: Carnival, Royal 
Caribbean, and Princess. 


calculation is expressed as a fraction of one year. The fraction may be stated 





in days or months. For example, on September 14 On Your Mark signed a 
note for $2,500 at 11.5% interest for 90 days. Since the term of the note is 
expressed in days, 365 days is used as the denominator of the time fraction. 
The interest is calculated as follows: 


Principal x Interest Rate x Time Interest 
$2,500 x .115 x 90/365 = $70.89 


The interest on the note shown in Figure 26-1 is $70.89. 

On the maturity date, On Your Mark will repay the maturity value of 
the note. Maturity value is the principal plus the interest. In our example 
the maturity value is $2,570.89 ($2,500.00 + $70.89). 

If the term of this note had been three months instead of 90 days, the 





denominator of the time fraction would be 12. The interest would be cal- 








culated as follows: 


_ Key Points 











Interest Rates 
Interest rates are 
stated for a period of 


Principal x Interest Rate x Time Interest 

$2,500 x 115 x 3/12 = $71.88 
The maturity value would be $2,571.88 ($2,500.00 + $71.88) i year. To calculate 
interest on a note 
signed for a period of 
less than one vear, 


Calculating Interest Using 
an Interest Table 


To calculate interest, businesses and banks often use an interest table 
similar to the one shown in Figure 26-3. 


express the term of the 
note as a fraction of 
one year. 
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DAY 


30 
60 
90 


120 
150 
180 


210 
240 
270 


300 
330 
360 


365 
366 


11.50 % 
INTEREST 


0.945205 
1.890411 
2.835616 


3.780822 
4.726027 
5.671233 


6.616438 
7.561644 
8.506849 
9.452055 
10.397260 
11.342466 


11.500000 
11.531507 


DAY 


30 
60 
90 


120 
150 
180 


210 
240 
270 


300 
330 
360 


365 
366 





SIMPLE INTEREST ON $100 (365 DAY BASIS) 


11.75 % 12.00 % 12.25 % 12.50 % 12.75 % 
INTEREST DAY INTEREST DAY INTEREST DAY INTEREST DAY INTEREST 


0.965753 30 0.986301 30 1.006849 30 1.027397 30 1.047945 
1.931507 60 1.972603 60 2.013699 60 2.054795 60 2.095890 
2.897260 90 2.958904 90 3.020548 90 3.082192 90 3.143836 


3.863014 120 3.945205 120 4.027397 120 4.109589 120 4.191781 
4.828767 150 4.931507 150 5.034247 150 5.136986 150 5.239726 
5.794521 180 5.917808 180 6.041096 180 6.164384 180 6.287671 


6.760274 210 6.904110 210 7.047945 210 7.191781 210 7.335616 
7.726027 240 _ 7.890411 240 8.054795 240 8.219178 240 8.383562 
8.691781 270 8.876712 270 9.061644 270 9.246575 279 9.431507 


9.657534 300 9.863014 300 10.068493 300 10.273973 300 10.479452 
10.623288 330 10.849315 330 11.075342 330 11.301370 330 11.527397 
11.589041 360 11.835616 360 12.082192 360 12.328767 360 12.575342 


11.750000 365  12.000000 365 12.250000 365 12.500000 365 12.750000 
11.782192 366 12.032877 366 12.283562 366  12.534247 366 12.784932 


Figure 26-3 Interest Table 


da) 


Let's use On Your Mark's note as an example. To calculate interest using 
an interest table: 


e Find the term of the note in the Day column, 90. 

e Follow the row across until you reach the column for the interest rate, 
11.5%. Where the Day row and the Interest column meet is a factor, 
2.835616. The factor is based on a principal amount of $100. 

e Divide the principal of the note by 100. The result is 25 ($2,500 = 100). 

e Multiply the result by the factor to find the interest. The interest is 
$70.89 (25 x 2.835616). 


In this example the interest calculated using the equation and the interest 
table are the same. Sometimes there are small differences caused by rounding. 


MATTER OF ETHICS 
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Is the Boss Always Right? 


Imagine that you work for a large property 
management company. Your boss, Joan, is the 
senior accountant; and her boss, Frank, is vice 
president. For the past several months, Joan has 
been coming to work late, taking long lunches, 
and leaving early. When Frank calls, she has asked the parties? 
vou to tell him that she is “away from her desk.” 
You think Frank is getting suspicious, and you're 
Starting to feel guilty for lying. 
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Ethical Decision Making: 
@ \Vhat are the ethical issues? 
What are the alternatives? 


Who are the affected parties? 


94 4 


How do the alternatives aftect 


4 


What would vou do? 
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SECTION | Check Your Understanding 





Now that you have studied this section, complete the following questions and problems. 











Thinking Critically 


1. If the interest rate for a promissory note is stated on an annual basis, and if the promissory 





2. Explain how to use an interest table to calculate interest on a loan. 





Computing in the 












} 
note has a term that is less than one year, how is the interest for the note calculated? | 
| 
| 
| 
Business World 
Marty Herick is the owner of CyberAction, a new 
computer-game store. Marty has just signed a 
promissory note with Excelsior Bank. He plans to | 
use the loan to purchase and update his interactive 
computer-game inventory. Using the formula, what 
is the interest on the $20,000 90-day note with a 
10.5% interest rate? What is the maturity value? 





Maturity Values 


Instructions Using the formula, compute the interest and maturity values for each of the 
following notes. Record your answers in your working papers. Use the interest table to check 
your computations. 


Principal Interest Rate Term 
$ 4,000 11.5% 60 days 
10,000 11.75% 90 days 
6,500 12.75% 60 days 
900 12.25% 120 days 
2,400 12% 180 days | 


Mn AaUWUN = 





Problem 26-2 Calculating Interest 





Instructions Calculate the interest for each of the following notes. Record vour answers 
in your working papers. 


Principal Interest Rate Term 





$600 15% 90 days 
3,500 12% 60 days 
9,600 9% 4 months 
2,500 10% 180 days | 
1,500 11.5% 6 months 


ee Sy 


| 
| 
| 
i 
i 
i 
| 
| 
PW Problem 26-1 Calculating Interest and Finding | | 
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What You'll Learn 





* The differences between 


interest-bearing and 
noninterest-bearing 
notes. 

* Howto record notes 
payable transactions. 

* Howto calculate and 
record bank discounts. 


Why It's Important 


Many businesses issue 
and make payment on 
notes payable. 


KEY BN 


note payable 
long-term liabilities 
interest-bearing note 


payable 


noninterest-bearing note 


payable 
bank discount 
proceeds 


other expense 


On April 3 On Your Mark borrowed $7,000 from State Street Bank and issued a 90-day, 12% note 
pavable to the bank, Note 6. 





ANALYSIS Identify 


Classify 


+/- 














Notes Payable 








I is a promissory note N 
issued to a creditor. For example, a note 
pavable may be issued by a business to bor- 
row money from a bank. A note payable is 
a liability of the business issuing the note. 
Notes issued by a business are recorded in 
the Notes Payable account. Notes Payable 
is a liability account; its normal balance 
is a credit. When the due date of a note 
extends beyond one year, the note is clas- 
sified as a long-term liability. Long-term 
liabilities are debits that mature after 
one year. 


[here are two types of notes that are 





frequently issued by businesses: interest- 


bearing notes and noninterest-bearing notes. 
‘ 5 


Interest-Bearing Notes Payable 


A note that requires the face value plus interest to be paid on the 


maturity date is called an interest-bearing note payable . On an 


interest-bearing note, the face value and principal are the same amount. 
| he note issued by On Your Mark (in Section 1) is an interest-bearing note. 
Its maturity value is $2,570.89 ($2,500.00 face value + $70.89 interest). 


Let’s record an interest-bearing note payable. 


Recording the Issuance of an 
interest-Bearing Note Payable 


The accounts affected are Cash in Bank and Notes Payable. 

Cash in Bank is an asset account. Notes Payable is a liability account. 
Cash in Bank is increased by $7,000. Notes Payable is increased by 
$7,000. 
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for $7,000. 


Payable for $7,000. 








CC REESE AAA PET I RIT TED RE E TEMI 
DEBIT-CREDIT RULE 4. Increases to asset accounts are recorded as debits. Debit Cash in Bank 


5. Increases to liability accounts are recorded as credits. Credit Notes 


T ACCOUNTS 6. Cash in Bank Notes Payable 
Debit | Credit Debit | Credit 
È — | + 
| 
7,000 | 7,000 


ee 





OURNAL ENTRY 7. 
J GENERAL JOURNAL 
DATE DESCRIPTION oo 
1 20-- 
2 Apr. 3 Cash in Bank 
3 Notes Payable 
4 Note 6 
5 








pace 12 

DEBIT CREDIT 
1 
700000 2 
700000 3 
4 
| 5 

| 








Recording the Payment of an 
Interest-Bearing Note Payable 


The maturity date of the note payable is July 2. You can verify this by 
using the time calendar in Figure 26-2. The interest is $207.12: 


Interest 
$207.12 


Principal x InterestRate x Time 
$7,000 x 12 x 90/365 


The maturity value of the note is $7,207.12 ($7,000.00 principal + 
$207.12 interest). 


CONNECT TO... 
HISTORY 


To control inflation and 
high prices, Napoleon 
created the Bank of France 
and required that every 


citizen pay taxes after he 
became Emperor of France 
in 1799. The taxes were 
deposited in the bank and 
used by the government to 
make loans to businesses. 








Business Transaction 







note payable issued April 3. 


in Bank. 


account. Cash in Bank is an asset account. 


ee 


On July 2 On Your Mark issued Check 3892 for $7,207.12 payable to State Street Bank in payment of the 


ANALYSIS Identify .1. The accounts affected are Notes Payable, Interest Expense, and Cash 
Classify 2. Notes Payable is a liability account. Interest Expense is an expense 


+/- 3. Notes Payable is decreased by $7,000. Interest Expense is increased by 
$207.12. Cash in Bank is decreased by $7,207.12. 
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DEBIT-CREDIT RULE 


4. Decreasesto liability accounts are recorded as debits. Debit Notes 
Payable for $7,000. Increases to expense accounts are recorded as 
debits. Debit Interest Expense for $207.12. 

5. Decreases to asset accounts are recorded as credits. Credit Cash in 
Bank for $7,207.12. 


1a 220Sm+— _-----—l1 


T ACCOUNTS 


JOURNAL ENTRY 


6. Notes Payable 





Cash in Bank 
Debit | Credit Debit | Credit 
| + + = 
7,000 | | 7,207.12 


Interest Expense 
Debit Credit 


+ — 
207.12 


ee 












7. 
GENERAL JOURNAL paGE 22 
DATE DESCRIPTION i DEBIT CREDIT 


120-- 

2 July 2 Notes Payable 
3 Interest Expense 
4 Cash in Bank 


Check 3892 


























Liabilities and 
the Law 
Liabilities are debts. 
They are claims recognized 
by law. If a company fails to 
pay its liabilities, the law 
gives creditors the right to 
force the sale of the 
company’s assets so that 
the company can pay its 
debts. Creditors have rights 
over owners. Creditors must 
be paid in full before the 
owners receive anything, 
even if payment of the 
debts uses up all the assets 
of a business. 


Noninterest-Bearing Notes Payable 


Sometimes a bank requires a borrower to pay the interest on a note in 
advance. On the issue date, the bank deducts the interest from the face value 
of the note. This reduces the amount of money received by the borrower. 
When interest is deducted in advance from the face value of the note, the 
note is called a noninterest-bearing note payable . The note is “non- 
interest-bearing” because there is no interest rate stated on the note. The 
interest deducted in advance is called the bank discount . The interest rate 
used to calculate the bank discount is called the discount rate. The cash 
received by the borrower is called the proceeds . The proceeds equal the 
face value of the note minus the bank discount. 

For a noninterest-bearing note payable, the maturity value is the same 
as the face value. This is because the interest is deducted from the face value 
on the issue date. Figure 26-4 shows an example of a noninterest-bearing 
note payable. 


Calculating Noninterest-Bearing Notes Payable 


Let’s calculate the proceeds of the noninterest-bearing note payable 
shown in Figure 26-4. The note was discounted at a rate of 12% by First 
Federal Bank, Note 13. 
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Note 13 
g 1,500.00 Date June 12 20 -- 
Ninety days after date | promise to pay to 
First Federal Bank the sum of 
One thousand five hundred dollars 
Due date. September 10, 20-- 
Michael Brown 


Figure 26-4 Noninterest-Bearing Note Payable 


The first step is to calculate the bank discount, which is the interest on 
the note. (Note that the formula is similar to the one used to compute interest 
on an interest-bearing note.) 


Bank Discount 
$44.38 


Face Value x Discount Rate x Time 
$1,500 x 12 x 90/365 


The bank discount is subtracted from the face value of the note to deter- 
mine the proceeds. The proceeds are $1,455.62 ($1,500.00 — $44.38). 


Recording the Issuance of a 
Noninterest-Bearing Note Payable 


The bank discount is recorded in a contra liability account called 
Discount on Notes Payable. The normal balance of the Discount on Notes 
Payable account is a debit. The bank discount is the future interest expense 
on the note. However, the bank discount is not recorded in an 
expense account because the interest expense is not yet incurred. 


Business Transaction 





On June 12 On Your Mark signed a $1,500, 90-day noninterest- 
bearing note payable that First Federal Bank discounted at a rate of 
12%, Note 13. 





Section 2 


ANALYSIS Identify 1. The accounts affected are Cash in Bank, Discount on Notes Payable, 
and Notes Payable. 
Classify 2. Cash in Bank is an asset account. Discount on Notes Payable is a 
' contra liability account. Notes Payable is a liability account. 
+f= 3. Cash in Bank is increased by $1,455.62. Discount on Notes Payable is 


increased by $44.38. Notes Payable is increased by $1,500.00. 


































| Key Points 


Comparison of 
Interest-Bearing and 
Noninterest-Bearing 
Notes 
Interest-Bearing 
Proceeds = Face Value 
Maturity Value > 
Face Value 
Noninterest-Bearing 
Proceeds < Face Value 
Maturity Value = 
Face Value 
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DEBIT-CREDIT RULE 4. Increases to asset accounts are recorded as debits. Debit Cash in Bank 
for $1,455.62. Increases to contra liability accounts are recorded as 
debits. Debit Discount on Notes Payable for $44.38. 

5. Increasesto liability accounts are recorded as credits. Credit Notes 








Payable for $1,500.00. 
I ACCOUNTS 6. Cash in Bank Notes Payable 
Debit Credit Debit | Credit 
1,455.62 | 1,500.00 


Discount on Notes Pavable 





Debit Credit 
44.38 | 
JOURNAL ENTRY 7. 
GENERAL JOURNAL PaGE__20__ 
DATE DESCRIPTION ae DEBIT CREDIT 

1 20-- | 1 
2 June 12 Cash in Bank 1 Liss 2 2 
3 Discount on Notes Payable 4438 3 
4 Notes Payable 150000 4 
7 Note 13 5 
é 6 














The Discount on Notes Payable account is reported on the balance 
sheet as a deduction from Notes Payable. The difference between the Notes 
Payable account and the Discount on Notes Payable account is the book 
value of notes payable. Figure 26-5 shows the Liabilities section of the 
balance sheet for On Your Mark on June 30. The book value of notes payable 
is $1,455.62, ($1,500 — $44.38). 


ACCOUNTING 


tits YA J VAN 

On Your Mark Athletic Wear 
Balance Sheet 
June 30, 20-- 


ACCOUNTING DEGREES 

In the early 1970s, only 
about 10 percent of under- 
graduate degrees in account- 
ing were awarded to women. 
By 1996, women earned 
more than half of all under- 
graduate accounting degrees. 


Liabilities 
Notes Payable 1 500.00 
4438 







Less: Discount on Notes Payable 1455 62 


Figure 26-5 Reporting Noninterest-Bearing Notes Payable on the 
Balance Sheet 
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Recording the Payment of a 
Noninterest-Bearing Note Payable 


When the noninterest-bearing note payable is due, On Your Mark will 
pay First Federal Bank the face value of the note. 


|_Business Transaction [INI 


On September 10 On Your Mark issued Check 4241 for $1,500 to 
First Federal Bank in payment of the June 12 noninterest-bearing note 









pavable. 


ANALYSIS Identify 1. The accounts affected are Notes Payable and Cash in Bank. 
2. Notes Payable is a liability account. Cash in Bank is an asset 
Classify account. 
3. Notes Payable is decreased by $1,500. Cash in Bank is decreased 
+/- by $1,500. 


Ne 


DEBIT-CREDIT RULE 4. Decreases to liability accounts are recorded as debits. Debit Notes 





Payable for $1,500. 
5. Decreases to asset accounts are recorded as credits. Credit Cash in 
Bank for $1,500. 
T ACCOUNTS 6. Notes Payable se Cash in Bank 
Debit Credit Debit | Credit 
1,500 1,500 


ee III |. // i 


REA 4 GENERAL JOURNAL PAGE 42 





DATE DESCRIPTION o DEBIT CREDIT 


1|/20-- | 


2 Sept. 10 Notes Payable 1 bo 
Cash in Bank 150000 
Check 4241 











When a noninterest-bearing note payable matures, the amount of the 
bank discount is recognized as an expense. The bank discount is transferred 
trom the Discount on Notes Payable account to the Interest Expense 
account. As you can see from the T accounts, Interest Expense is debited for 
$44.38 and Discount on Notes Payable is credited for $44.38. When this 
transaction is recorded, the balance of the Discount on Notes Payable 
account is reduced to zero. 
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Debit Credit Debit Credit 


| | 

II} t : 

| | nr oo ies Interest Expense Discount on Notes Payable 
| bia ra n c—————@ __ — = 
| 





_ _ 9/10 44.38 6/12 44.38 9/10 44.38 
Calculating Time 


| 
i You can use a calculator 













. ; -parate jc al entries: 
to find total time worked by You could record two separate journal entries 


| rounding a time to the 

nearest quarter hour and 

[| entering the decimal 

| amount. For example: 

| * to find the hours 
between 8:13 and 12:04, 

* enter 12 — 8.25. 


(1) the payment of the noninterest-bearing note payable (in the cash 
payments journal) 
(2) the interest expense (in the general journal) 


It is simpler, however, to prepare one compound entry: 











a GENERAL JOURNAL 43 
The result is 3% hours. SOGNA PSE = 
DIE EGR POST. hatte 
DATE DESC TION REF DEBIT CREDIT 
1 20-- | | 
2 Sept. 10 Notes Payable 1 50000 2 
Interest Expense | 4438 | 3 
| 4 Cash in Bank || 150000 4 
5 Discount on Notes Payable 4438 5 


| 
6 Check 4241 CLI 


[he Interest Expense account is classified as an other expense account. 


An other expense is a nonoperating expense. This means that the expense 
does not result from the normal operations of the business. Other expenses 
appear in a separate section on the income statement, as deductions from 
operating income. 


ANALYZING FINANCIAL REPORTS 


Evaluating Long-Term Debt 


Most businesses have some form of long-term debt. Some of them, like Ben & Jerry’s, may borrow money 
to pay for new manufacturing facilities. Others may borrow money to buy another company or to expand 
business operations. When looking at a company’s long-term debt, one ratio to consider is called the debt to 
equity ratio. 

The debt to equity ratio refers to the relationship between total debt and total stockholders’ equity. The 
ratio is calculated by dividing total stockholders’ equity by total liabilities. Here’s an example: 


Total stockholders’ equity $580,000 
Total liabilities $275,000 


In this example, the business has equity of just over twice its total liabilities, or a ratio of 2.11:1 dollars of 
equity to every dollar of debt. What this means is that stockholders are providing over $2 of equity for each 
dollar provided by creditors. The higher the amount provided by stockholders, the less risk for creditors who 
are owed money by the business. 


= 2.1 





> Analyze the Report: 
Use the balance sheet for Ben & Jerry’s on page 803 to answer these questions: 
1. Calculate the debt to equity ratio for each year. 
2. Has the ratio changed over the two-year period? Explain how. 
3. If you were a long-term creditor to Ben & Jerry’s, how would you evaluate your risk of the company 
not being able to repay the debt? Give reasons for your position. 
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SECTION 2 Check Your Understanding 


Now that you have studied this section, complete the following questions and problems. 


ao . ° YN & g © 

Thinking Critically 

1. How is the interest charge calculated for an interest-bearing note and a noninterest-bearing 
note? 

2. What two journal entries (or one compound entry) are prepared when a noninterest- 


bearing note payable matures and is paid? 











Communicating Accounting 


You design brochures to highlight New South 








Bank’s many financial products. Today you 
were asked to prepare a brochure explaining 
the value of noninterest-bearing notes. You 
may design your brochure by hand or on a 


computer. 


Problem 26-3 Recording the Issuance of an 
Interest-Bearing Note Payable 

On June 12 Frank’s Lobster Pound issued a $9,000, 120-day, 12% note 
payable to American Bank of Commerce. 
1. Which account is debited? What is the debit amount? 
2. Which account is credited? What is the credit amount? 
3. What is the classification of each account? 
4. What is the maturity value of the note? 











Problem 26-4 Recording the Issuance of a 
Noninterest-Bearing Note Payable 
On October 14 Canton Car Care Center issued a $10,000, 60-day, 12% noninterest- 
bearing note payable to Canton National Bank. 
1. Which accounts are debited and which are credited? What are the debit and credit 
amounts? 
2. Compute the bank discount. What are the proceeds? 
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Whaé You'll Learn 

| | © How to record the 
issuance of a note 
| receivable. 


* How to record payments 
on a note receivable. 


Why It's Important 
P 


Many businesses accept 
notes receivable and 
receive payments on those 
notes. 


| xev TERMS 


note receivable 


other revenue 

















Have vou ever loaned someone 
money ard asked that they repay 
the loan by a specific date? If so, 
vou understand the basic concept 
of a note receivable. Sometimes a 
loan like this may include payment 
of a specified amount of interest; 


other times no interest is expected. 


Accounting for Notes Receivable 


Sometimes a customer needs additional time to pay his or her account 
receivable. The customer may be asked to sign a promissory note. The 
customer replaces the account receivable with the note. Promissory notes 
that a business accepts from customers are called notes receivable . 

Notes Receivable is an asset account, and its normal balance is a 
debit. A note receivable is due on a specific date and carries an interest 
charge for the term of the note. 

[he interest earned on a note receivable is recorded in a revenue 


account called Interest Income. Interest Income is an other revenue 





account. le accounts track nonoperating revenue that a 
business receives from activities outside the normal operations of the 
business. Other revenue appears in a separate section on the income state- 


ment, as an increase to operating income. 


Recording the Receipt of a Note Receivable 





On March 1 On Your Mark sold $1,750 of merchandise on account to Joe Dimaio. That transaction was 
recorded in On Your Mark’s sales journal. Joe cannot pay his account by the due date. On April 8 On Your Mark 
received a 60-day, 12.5% note dated April 6 for $1,750 from Joe Dimaio to settle the account receivable, Note 4. 


ANALYSIS Identify 1. The accounts affected are Notes Receivable, Accounts Receivable 
(controlling), and Accounts Receivable—Joe Dimaio (subsidiary). 
Classify 2. Notes Receivable, Accounts Receivable (controlling), and Accounts 
Receivable—Joe Dimaio (subsidiary) are asset accounts. 
+/- 3. Notes Receivable is increased by $1,750. Accounts Receivable 


(controlling) and Accounts Receivable—Joe Dimaio (subsidiary) are 
decreased by $1,750. 





om 
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DEBIT-CREDIT RULE 4. Increases to asset accounts are recorded as debits. Debit Notes 
Receivable for $1,750. 
5. Decreasesto asset accounts are recorded as credits. Credit Accounts 
Receivable (controlling) for $1,750. Also credit Accounts Receivable— 
Joe Dimaio (subsidiary) for $1,750. 


NNN 0Ò0c©___— 





T ACCOUNTS 6. Notes Receivable Accounts Receivable 
Debit Credit Debit Credit 
+ - + 
1,750 1,750 


Accounts Receivable 
Subsidiary Ledger 
Accounts Receivable—Joe Dimaio 
















Debit Credit 
+ = 
1,750 
JOURNAL ENTRY 7. 
GENERAL JOURNAL PAGE 13 _ 
DATE DESCRIPTION Reno DEBIT CREDIT 
1 20-- 1 
2 Apr. 8 Notes Receivable 175000 2 
3 Accts. Rec./Joe Dimaio 175000 3 
4 Note 4 : 


| 





Recording the Receipt of Cash for a Note 


The note from Joe Dimaio is due on June 5. The maturity value of the 
note is $1,785.96 ($1,750.00 principal + $35.96 interest). 


Principal x InterestRate x Time = Interest 
$1,750 Xx 125 x 60/365 = $35.96 





Business Transaction 










On June 7 On Your Mark received a check dated June 5 for $1,785.96 from Joe Dimaio in payment of the 
$1,750 note of April 6 plus interest of $35.96, Receipt 996. 








JOURNAL ENTRY 


GENERAL JOURNAL pace JS 






POST, 






























DATE DESCRIPTION REF DEBIT CREDIT 
1 20-- 1 
2 June 7 Cash in Bank 1\785|96 | p 
3 Notes Receivable | 175000 3 
Interest Income | | 35196 4 
Receipt 996 | | 5 
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SECTION 3 Check Your Understanding 





Now that you have studied this section, complete the following questions and problems. 





Thinking Critically 


1. Explain the similarities between a note payable and a note receivable. 





2. How is interest income recorded in the accounting records? 





Analyzing Accounting 

Your accounting manager has just finished a 
graph illustrating the possible interest-bearing notes 
available from the region’s banks. Review the graph 
and give your boss your recommendation of which 
bank will provide the best loan value. 


90-DAY NOTES 


7.50 7.75 8.00 8.25 









Central Bankers 


Syracuse National 


New York Bankcorp 


First Federal 





Percentage Rates 


Problem 26-5 Analyzing a Source Document 





Instructions Examine the note pag ee 
illustrated here. In your working ¢ 2,500.00 pate _ June 12 os 
papers, make the appropriate Ninehkdaye == Wide 

journal entry on page 14 of g sae. ., First Federal Bank ___ the sum of 
the general journal for Eli’s os Two thousand five hundred and 99/100 ——————~ oliars 


Catering Company. The note NY 
= puedate September 10, 20-- 


was discounted at arate of wer = x 
a 1 Re, - Owner, Elis Catering Co. 
12% by First Federal Bank. SRI ge 3 ug 
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. A promissory note is a written promise to pay an amount of money by a specific future date. 

Promissory notes issued by businesses to creditors or banks to obtain a loan are called notes 
payable. Notes Payable is a liability account. 
Interest is the fee charged to the issuer of a promissory note for the use of money. Interest is 
calculated as a percentage of the face value of the note, based on a borrowing period of one year. 
Borrowing periods of less than one year are expressed as fractions Of a year. 

. Calculating interest on a note: 

Interest = Principal x Interest Rate x Time 

. For interest-bearing notes, interest is paid on the maturity date of the note. The maturity value of 
an interest-bearing note equals the principal (face value) plus the interest. 

. A noninterest-bearing note payable is a note from which the interest is deducted in advance. The 
interest deducted in advance is called the bank discount. The cash received by the borrower is 
called the proceeds. For a noninterest-bearing note payable, the maturity value is the same as the 
face value. 

. Calculating a bank discount: 

Face Value x Discount Rate x Time = Bank Discount 

. When a noninterest-bearing note payable is paid, the bank discount is transferred from Discount 
on Notes Payable to Interest Expense. 

. The Discount on Notes Payable account is reported on the balance sheet as a deduction from 
Notes Payable. The difference between the two account amounts is the book value of notes 
payable. 

Promissory notes accepted by businesses from charge customers are called notes receivable. 
Notes Receivable is an asset account. 
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Imagine you are employed by the Carnival Corporation 
as a staff accountant. You have been asked to discuss the 

| notes payable and receivable of the company with the 
accounting clerks. Prepare note cards containing the terms 
below. Arrange these terms in meaningful groups. Explain 
why you have grouped terms together. Are they related? 
Are they part of the same thing? Is one the result of 
another? Are they opposites? 


bank discount noninterest-bearing note 
face value payable 
interest note payable 
interest-bearing note note receivable 
payable other expense 
interest rate other revenue 
issue date payee i 
long-term liabilities principal 
maker proceeds 
maturity date promissory note 
maturity value term 





Understanding Accounting 
Concepts and Procedures 





Instructions 
On a separate sheet of paper, answer the following questions: 


. Name the two parties to a promissory note. Which party issues the note? Which party receives 
the note? 





2. Describe a situation in which a business might (a) receive a promissory note and (b) issue a 
promissory note. 


3. What is the formula to calculate interest? 


. How is the interest on a note calculated if the term is less than one year? 


. Name two types of notes a business may issue. What is the major difference between the two? 
. How is the maturity value of an interest-bearing note determined? 

. What is the difference between interest and a bank discount? 

. When a noninterest-bearing note payable is issued, how are the proceeds calculated? 

. How is the Discount on Notes Payable account classified? What is its normal balance? 


. Why are interest income and interest expense reported separately on the income statement? 
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Case Study... 


Merchandising Business: 
Restaurant/Retail Shop 

Moreno’s Italian Oven is a local restaurant with 
a deli that offers takeout pastas and sauces. It is 
open seven days a week for lunch and dinner. The 
restaurant seats 60 patrons in a day and averages 
90 percent capacity. 

The space adjacent to the restaurant is available, 
and Moreno’s is considering expanding. The cost of 
remodeling the space and buying additional kitchen 
and restaurant equipment is estimated at $200,000. 
The rent on the additional space is $1,200 a month. 


oe Critically: 


. If Moreno’s could double the number of customers 
it serves in a week, how many customers would 
the restaurant serve? 

2. If each customer spends an average of $12 for 
a meal, how much additional revenue would 
the restaurant earn in a day if it expands and 
maintains 90 percent capacity? 


Conducting an Audit with Alex 


On May | Artist’s Loft borrowed $8,000 from 
American National Bank. The art supply company 
5 issued an interest-bearing 90-day, 12% note 
payable to the bank, Note 5. The following 
journal entry was made to record the transaction. 





GENERAL JOURNAL pace 18 


DESCRIPTION POST DEBIT CREDIT 


1 20-- by | 

2 May 1 Cash in Bank 723040 LELI 

Notes Payable | 723040 
Note 5 | | 


| 





Instructions Determine whether the entry above 
is correct. If not, why? 





inter NET 


CONNECTION 


Notes Payable: Car Loans 

l'hinking about buying a car? 
Most of us need a loan to finance 
the purchase. Wondering how 
much your monthly payment 
will be? Let’s find out! 


Do This: 

Assume you are purchasing a 
used Ford Mustang from a friend 
and your bank is offering an interest 
rate of 10.5%. You've agreed to pay 
$12,500 for the car. You would like 
to pay the loan over three years. 
Locate a mortgage or loan calcu- 
lator on the Internet. 

You will be asked for the 
following information: 

Loan term or months to repay 

the loan: 36 months 

Loan amount: $12,500 

Interest rate: 10.5% 

What is your monthly payment? 


Workplace Skills 


Allocating Time, Money, Materials, 
Space, and Staff 

Being resourceful on the job includes allocat- 
ing time, money, materials, space, and staff effi- 
ciently. Budgeting, acquiring materials, assessing 
employee talents, and allocating time to activities 
are a few examples of acting competently. 


On the Job: 

You have been offered a full-time job with 
Good Times Amusement Park. Before you accept 
the job, you must purchase a car to get you to 
and from work. 

Thinking Critically: 

Make a list of the potential costs involved in 
owning a car. Make a list of potential costs 
involved in other modes of transportation. How 
would owning a car impact the use of your time? 
How might it affect your budget? 
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Notes Receivable and Payable 
Making the Transition from a Manual to a Computerized System 


Recording notes 
receivable and payable 
transactions 


accounts in the general ledger and 
subsidiary ledgers. 

. Journalize and post the entry to 
record the receipt or payment of cash 


. Using the general journal, record the 
receipt or issuance of the note. 
. Post the entry to the appropriate 


Using the general journal, record the 
receipt or issuance of the note. The 
entry is automatically posted to the 
appropriate accounts. 

Use the Receipts menu item or the 
Payments menu item to record 
receipts or payment of notes. 


and interest. 


. Calculate new balances for all 


accounts attected. 


Peachtree Question 


How do I record the issuance of a 
note payable? 


How do I record the receipt of a 
note receivable? 


How do I record the receipt of a 
note as an extension of an 
existing account receivable? 


What does the software do 
“behind the scenes?” 





Description 


. From the Tasks menu, select Receipts. 

. Accept the Cash in Bank account number as the G/L account. 
3. Enter a Reference number, usually the note number. 

. Click on the Apply to Revenues tab. 

. Enter the Notes Payable account number and the note amount. 


. From the Tasks menu, select Receipts. 

. Accept the Cash in Bank account number as the G/L account. 

. Enter a Reference number, usually the note number. 

. Enter the Notes Receivable account number and the amount of 


the note. 


. Enter the Interest Income account number and the amount of interest 


received. 


. From the Tasks menu, select Receipts. 

. Enter the customer ID. 

. Enter a Reference number, usually the note number. 

. Enter the Notes Receivable account number. 

. Click the Apply to Invoices tab. 

. Select the pay boxes next to the invoices that the note will pay. 


Journal entries are posted to the appropriate G/L accounts and subsidiary 
accounts for all payments and receipts. 


iled instructions: See the Peachtree User Guide in your Glencoe Working Papers. 
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Computerized Accounting 
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APPLICATION OPTIONS 


Complete chapter 
problems one of three 


Problem 26-6 Recording Transactions for vane 
Interest-Bearing Notes Payable Manual Working 


Instructions In your working papers, record the following transactions Papers in your 


in a cash receipts journal (page 22) and a cash payments journal (page 26). Glencoe Workbook 
or 


2 Peachtree for 









Sunset Surfwear borrowed $1,500 from First One Bank by Windows 

issuing a 90-day, 12% interest-bearing note payable, Note 78. “et ORIO 

Issued Check 168 for $1,544.38 to First One Bank in payment SE 

of the $1,500 note issued on January 14, plus interest of $44.38. Glencoe 

Borrowed $12,400 from Merchant’s Bank and Trust by issuing a > In) 

90-day, 12.5% interest-bearing note, Note 79. ASTRI 

Paid Merchant’s Bank and Trust the maturity value of the note (Refer to software 

issued on May 31, $12,782.19, Check 284. instructions) 
(Problem 26-9) 


Analyze: On January 14 the balance in the Notes Payable account was 
zero. What is the balance of the Notes Payable account on August 30? 


¢ ya vet 
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Problem 26-7 Recording Transactions for Step-by-Step Instructions: 
Noninterest-Bearing Notes Payable eure 

: 1. Select the problem set 
Instructions In your working papers, record the following transactions for Sunset Surfwear 


(Prob. 26-6). 
2. Rename the company 
and set the system date. 
3. Record the transactions 
using the Receipts and 
Payments options. Enter 
each transaction in the 


in a cash receipts journal (page 14) and a cash payments journal (page 16). 


Date Transactions 


InBeat CD Shop borrowed $6,000 from BankOne by issuing a 
60-day, noninterest-bearing note payable (proceeds, $5,901.37) 





that the bank discounted at 10%, Note 67. 

Issued Check 205 for $6,000 in payment of the note issued 
June 10 and recorded the interest expense. 

Borrowed $16,000 from Citizens Bank by issuing a 120-day, 
noninterest-bearing note payable less the 10.5% bank discount 
of $552.33, Note 68. 

Issued Check 398 in payment of the note issued on August 30 
and recorded the interest expense. 











Analyze: What is the interest expense associated with these notes? 


5. 


Proper accounting period 
(month). 


. Print a Cash Receipts 


Journal and a Cash 
Disbursements Journal to 
proof your work. 

Answer the Analyze 
question. 


6. End the session. 


TIP: Set the date range on 
the journal reports to print 
the transactions for all of the 
periods. 
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Step-by-Step Instructions: 
Problem 26-7 


1. Select the problem set 
for InBeat CD Shop 
(Prob. 26-7). 

2. Rename the company 
and set the system date. 

3. Record the transactions 
using the Receipts and 
Payments options. Enter 
each transaction in the 
proper accounting period 
(month). 

4. Print a Cash Receipts 
Journal and a Cash 
Disbursements Journal to 
proof your work. 

5. Answer the Analyze 
question. 

6. End the session. 





Problem 26-8 Recording 
Notes Payable and 
Notes Receivable 


Instructions In your working 
papers, record the following trans- 








actions in a cash receipts journal (page 
47), cash payments journal (page 56), 
and general journal (page 19) for Cycle 
Tech Bicycles. 


Date Transactions 


Mar. 19 | Borrowed $9,000 from Desert Palms Savings and Loan by 
issuing a 90-day, 12% interest-bearing note payable, Note 87. 
June 1 | Received a 120-day, 13% note receivable for $1,900 from Greg 
Kellogg as a time extension on his account receivable, Note 6. 
17 | Paid Desert Palms Savings and Loan the maturity value of the 
note issued on March 19, Check 2784. 


Sept. 29 | Received a check from Greg Kellogg for the maturity value of 
the note dated June 1, Receipt 628. 

Oct. 6 | Borrowed $2,700 from Jonesboro Bank and Trust by issuing a 
60-day, noninterest-bearing note payable discounted at 11.5%, 
Note 88. 
Prepared a check for the note issued on October 6 and recorded 
the interest expense, Check 3954. 


Wena 
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Step-by-Step Instructions: 
Problem 26-8 


1. Select the problem set 
for Cycle Tech Bicycles 
(Prob. 26-8). 

2. Rename the company 
and set the system date. 

3. Record the transactions 
using the Receipts and 
Payments options. 

4. Print a Cash Receipts 
Journal and a Cash 
Disbursements Journal 
to proof your work. 

5. Answer the Analyze 
question. 

6. End the session. 








Analyze: How much did Cycle Tech pay in interest for the notes payable? 





Problem 26-9 Recording Notes Payable 
and Notes Receivable 





The following is a partial list of accounts used by River’s Edge Canoe & 
Kayak. 


TIP: Use the Receipts 101 Cash in Bank 205 Notes Payable 

option to record a trans- 115 Accounts Receivable 207 Discount on Notes Payable 
action where a customer 120 Notes Receivable 415 Interest Income 

ae 201 Accounts Payable 640 Interest Expense 


receivable obligation 
with a promissory note. 


Instructions In your working papers, record the following transactions 
in a cash receipts journal (page 67), cash payments journal (page 73), and 
general journal (page 27). 
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Borrowed $4,000 from Union Bank by issuing a 60-day, 9.5% 
noninterest-bearing note, Note 284. 

Issued a $3,000, 90-day, 9% interest-bearing note to Trailhead 
Canoes in place of the amount owed on account, Note 285. 
Received a 120-day, 10% note for $1,200 from Cathy Wilcox for 
an extension of time on her account, Note 94. 


Issued Check 4711 in payment of the noninterest-bearing note 
given to Union Bank on May 7. 

Issued Check 5044 for the maturity value of the note issued to 

Trailhead Canoes on May 15. 

Received a check from Cathy Wilcox for the maturity value of 

the note dated May 21, Receipt 5921. 





Analyze: How much interest did Cathy Wilcox pay River’s Edge Canoe & 
Kayak? 





Problem 26-10 Renewing a 
Note Receivable 


SOURCE DOCUMENT 
PROBLEM 


Occasionally, on the maturity date, a note may be renewed instead of 
being paid. When this occurs, (1) the interest on the first note is paid, (2) the 
first note is canceled, and (3) a new note for the same principal amount is 
issued, usually at a higher interest rate. Buzz Newsstand had the following 
transactions. 


Instructions In your working papers, record the following transactions 
on general journal page 24. 


Transactions 


Sold merchandise on account to Saba Nadal for $1,800, plus 
sales tax of $108.00, terms 30 days, Sales Slip 388. 

Accepted a 60-day, 9% note for $1,908.00 from Saba Nadal in 
place of the account receivable, Note 416. 

Received the interest due from Saba Nadal for the note dated 
April 13 and agreed to renew the note at 10% for 90 days, 
Receipt 1387 and Note 417. 

Received a check from Saba Nadal for the maturity value of the 
note issued June 12, Receipt 1555. 












Analyze: On September 10, before the payment was recorded, what was 
the balance of the Notes Receivable account for Saba Nadal? 


Chapter 26 


Step-by-Step Instructions: 
Problem 26-9 


1. Select the problem set 
for River's Edge Canoe & 
Kayak (Prob. 26-9). 

2. Rename the company 
and set the system date. 

3. Record the transactions 
using the Receipts and 
Payments options. 

4. Print a Cash Receipts 
Journal and a Cash 
Disbursements Journal 
to proof your work. 

5. Answer the Analyze 
question. 

6. End the session. 


TIP: Use the Payments 
option to record a trans- 
action where a company 
issues a promissory note 
to a vendor to replace an 
outstanding accounts 
payable balance. 


J) PEACHTREE 
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Step-by-Step Instructions: 
Problem 26-10 


1. Select the problem set 
for Buzz Newsstand 
(Prob. 26-10). 

2. Rename the company 
and set the system date. 

3. Record the transactions 
in the correct period. 

4. Print a Sales Journal, 
Cash Receipts Journal, 
and a General Journal. 

5. Answer the Analyze 
question. 

6. End the session. 


SOURCE DOCUMENT 
PROBLEM 


Problem 26-10 


Use the source docu- 
ments in your working 
papers to record the trans- 
actions for this problem. 
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Completing the Accounting 
Cycle for a Merchandising 
Corporation 


Kite Loft Inc. 


Company Background: The Ramspart 
family owns and operates a wholesale-retail 





m=z 


LOFT INC. 





What You'll Learn 


®* Howto analyze, 
journalize, and post 
transactions using 


special journals and i 
the general journal. sells a variety of kites and paper airplanes to 








merchandising business organized as a cor- 
poration. The business, called Kite Loft Inc., 


* Howto prove cash. regional and local toy store businesses. 

* Howto prepare a 
schedule of accounts 
receivable and a 
schedule of accounts 


Keeping the Accounting Records 
for Kite Loft Inc.: Kite Loft Inc. uses 
special journals and a general journal to 





record its business activity. 





è dira a Max Martin, Kite Loft’s previous accounting clerk, has already journal- 
trial balance and a ized and posted the transactions for December 1 through December 15. The 
work sheet. transactions recorded thus far are included in the accounting stationery in 

* Howto prepare your working papers. The transactions for December 16 through December 
financial statements. 31 are shown on the following pages. 


* How to journalize 
and post adjusting 
and closing entries. 

* Howto prepare a 


Your Job Responsibilities: The forms for completing this activity are 
included in the working papers. As the accountant for Kite Loft: 
(1) Record the remaining December transactions in the sales, cash receipts, 


post-closing trial purchases, cash payments, and general journals. 
balance. (2) Post the individual amounts from the five journals to the accounts 
W È receivable and accounts payable subsidiary ledgers daily. 

hy It's Important (3) Post the individual amounts from the General columns of the cash 
In Unit 4, you studied receipts, purchases, cash payments, and general journal daily. 

the complete accounting (4) Foot, prove, total, and rule the special journals at the end 

cycle for a merchandising of the month. 

corporation that uses (5) Post the column totals of the special journals 

special journals. Now to the general ledger. Use this order for post- 


you will apply what you 
have learned as you 
work through the 
accounting cycle for 
Kite Loft Inc. 





ing: sales, cash receipts, purchases, and cash 
payments. 

(6) Prove cash. The balance shown on check 
stub 619 is $22,752.83. 

(7) Prepare a schedule of accounts receivable 





and a schedule of accounts payable. 
(8) Prepare a trial balance on a ten-column 





work sheet for the year ended December 31. 
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(9) Complete the work sheet. Use the following December 31 adjustment 
information. 

Merchandise Inventory 
Supplies inventory 
Unexpired insurance 660.00 
Total federal income taxes 4,500.00 

(10) Prepare the income statement from the work sheet information. 

(11) Prepare a statement of retained earnings. 

(12) Prepare a balance sheet. 

(13) Journalize and post the adjusting entries. 

(14) Journalize and post the closing entries. 

(15) Prepare a post-closing trial balance. 


$24,850.43 
120.00 


APPLICATION OPTIONS 


Complete activities 


CHART OF ACCOUNTS PRE OM are eee 
Kite Loft Inc. Manual Glencoe 
Working Papers 
ASSETS COST OF MERCHANDISE —= 
101 Cash in Bank 501 Purchases or 
105 Accounts Receivable 505 Transportation In Peachtree for 


110 Merchandise Inventory 
115 Supplies 


510 Purchases Discounts 
515 Purchases Returns and 


Windows Software 





120 Prepaid Insurance Allowances 

125 Office Equipment or 

130 Store Equipment EAT EMP Ee Glencoe 

LIABILITIES 605 Advertising Expense Integrated 
610 Bankcard Fees Expense Accounting 

201 Accounts Payable 615 Insurance Expense Software 


205 Federal Corp. Income 
Tax Payable 
210 Sales Tax Payable 


STOCKHOLDERS' EQUITY 


301 Capital Stock 
305 Retained Earnings 
310 Income Summary 


REVENUE 


401 Sales 
405 Sales Discounts 
410 Sales Returns and Allowances 


Accounts Receivable 
Subsidiary Ledger 


BES — Best Toys 

LAR Lars’ Specialties 
SER Serendipity Shop 
SMA Small Town Toys 
TOY The Toy Store 


620 Miscellaneous Expense 
625 Rent Expense 

630 Salaries Expense 

635 Supplies Expense 

640 Utilities Expense 


650 Federal Corp. Income Tax Expense 


Accounts Payable 
Subsidiary Ledger 
BRA Brad’s Kites, Ltd. 
CRE Creative Kites, Inc. 
Easy Glide Co. 
Reddi-Bright Manufacturing 
Stars Kites Outlet 
Taylor Office Suppliers 
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Step-by-Step Instructions: 


I. 


2. 
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10. 


11. 
12. 


13. 


16. 
17. 


18. 


19. 


Select the problem set 
for Kite Loft Inc. (MP—5). 
Rename the company 
and set the system date. 


. Enter all of the sales on 


account using the 
Sales/Invoicing option. 


. Record and apply any 


sales returns. 


. Process all of the cash 


receipts using the 
Receipts option. 


. Enter the purchases on 


account using the 
Purchases/Receive 
Inventory option. 


. Record and apply any 


purchases returns. 


. Process all of the cash 


payments with the 
Payments option. 


. Record the adjusting 


entries. 

Print the following 
reports: General Journal, 
Purchases Journal, Cash 
Disbursements Journal, 
Sales Journal, and Cash 
Receipts Journal. 

Proof your work. 

Print the following 
reports: General Ledger, 
Vendor Ledgers, and 
Customer Ledgers. 

Print a General Ledger 
Trial Balance. 


. Print an Income State- 


ment and a Balance 
Sheet. 


. Manually prepare a 


Statement of Retained 
Earnings. 

Close the fiscal year. 
Print a Post-Closing Trial 
Balance. 

Answer the Analyze 
questions. 

End the session. 
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Business Transactions: Kite Loft Inc. had the following transactions 
for the month of December. 


Dec. 16 


16 


16 


19 


19 


20 


20 


29 





Received Invoice 410 from Reddi-Bright Manufacturing for 
merchandise purchased on account, $1,475.00. 


Paid the quarterly federal income tax installment of $1,050.00, 
Check 610. 

Issued Check 611 for $2,548.00 to Brad’s Kites, Ltd. In payment of 
Invoice 112 for $2,600.00 less discount of $52.00. 

Paid the monthly salaries by issuing Check 612 for $4,750.00. 
Purchased $80.00 of supplies from Taylor Office Suppliers on account, 
Invoice 830. 

Received a check for $1,965.60 from Best Toys in payment of Sales 
Slip 479 for $2,003.40 less a cash discount of $37.80, Receipt 358. 
Sold merchandise on account to Best Toys, $2,600.00 plus $156.00 
sales tax, Sales slip 484. 

Prepared Receipt 359 for a $1,716.00 check received from Lars’ 
Specialties in payment of Sales Slip 480 for $1,749.00 less a $33.00 


cash discount. 


Purchased merchandise on account from Brad’s Kites, Ltd., Invoice 
215, $1,560.00. 


Wrote Check 613 to Creative Kites, Inc. to apply on account, 
$375.00. 


Prepared Credit Memorandum 44 for $106.00 for the return of 
$100.00 in merchandise by Best Toys, plus sales tax of $6.00. 


Sold merchandise to Lars’ Specialties on account, $1,580.00 plus sales 
tax of $94.80, Sales Slip 485. 

Received a check from Serendipity Shop to apply on account, 

Receipt 360 for $300.00. 

Paid Easy Glide Co. For Invoice 326 for $1,890.00 less a 

$37.80 discount, Check 614 for $1,852.20. 


Received from The Toy Store a check for $1,102.40 in payment of Sales 
Slip 483 for $1,123.60 less a cash discount of $21.20, Receipt 361. 


Returned defective merchandise purchased on account from Brad’s 
Kites Ltd., $150.00, Debit Memorandum 28. 
Received Invoice 335 from Easy Glide Co. for merchandise purchased 
on account totaling $1,630.00. 
Wrote Check 615 for $120.00 to the Daily Examiner for a monthly 
advertisement. 
Small Town Toys sent a check for $450.00 to apply on account, 
Receipt 362. 
Paid Stars Kites Outlet $1,625.00 on account, Check 616. 

Continued 


Transactions (cont.) 





Sold to The Toy Store $1,990.00 of merchandise on account, plus 
$119.40 sales tax, Sales Slip 480. 


Issued Check 617 to Reddi-Bright Manufacturing for $700.00 to apply 
on account. 


Sold merchandise totaling $560.00 plus $33.60 sales tax to the 
Serendipity Shop on account, Sales Slip 487. 


Recorded the bank service charge of $10.00 and the bankcard fee of 
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TIP: To save time entering 
transactions, group them 
by type and then enter the 
transactions in batches. 


TIP: Always verify the G/L 
Account field when you 
enter a purchases on 


n account transaction. 
$150.00, December bank statement. 
TIP: You should backup 


your Peachtree files before 
you perform the year-end 
closing. 


Paid transportation charges of $51.60 for merchandise shipped from 
Easy Glide Co., Check 618. 


Recorded cash sales of $3,995.10 plus $239.71 in sales tax, Tape 41. 


Recorded bankcard sales of $1,736.27 plus sales tax of $104.18, 
lape 41. 








ig Seine 





| 
| 





Analyze: 


1. Which customer owes Kite Loft Inc. the most money at the end of December? 
How much do they owe? 


N 


On the cash receipts journal, what is the total amount of the Cash in Bank debit 
that will be posted to the general ledger? 
3. On the work sheet, what is the Adjusted Trial Balance debit and credit column total? 
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Accounting for 
Partnerships 


e 





In this unit... 


| You will learn how to keep accounting records for a business 

| organized as a partnership. Although accounting for a partnership has 
| many similarities to accounting for a sole proprietorship and a 
corporation, there are a few different procedures that must be applied 
as you record transactions for the partnership. For example, 
transactions involving ownership equity are handled differently than 
those for a sole proprietorship or a corporation. You’ll learn the 
procedures involved in accounting for partners’ equity and in dividing 
net income or loss among the partners. You will explore the 


transactions of Surfside Bike and Skate Rentals, 










a service company owned by Molly Gill and 


Don Putman. 


Alone we can do so little; 


together we can do so much. 


—Helen Keller 


Deaf and Blind American Lecturer 











GCHAPTER 27 





Introduction to 
Partnerships 











Learning Objectives 
RR Di Exploring the Real World of Business 


chapter, you will be able to: 














» Identify the characteristics of LOOKING AT PARTNERSHIPS 
a partnership. 















Does the name Edward Teach ring a bell? Better known as 
Blackbeard the Pirate, he was notorious for raiding the East Coast 
of America in the early 1700s. The wreck of Blackbeard’s flagship, 
Queen Anne’s Revenge, was recently discovered off the coast of 
North Carolina. The ship had been lying in the North Carolina waters 
since it sank in 1718. Among the items found in the shipwreck are a 
bronze bell dating from 1709, the brass barrel of a blunderbuss, a 
cannonball, and several cannons. 

The search and recovery of Blackbeard's ship is a partnership 
venture between the state of North Carolina and a private research 
firm, Intersal, that specializes in excavating historic shipwrecks. 
Intersal became interested in Queen Anne’s Revenge after an 
eyewitness account of the ship's sinking was found in historical 
archives in London. This partnership between Intersal and North 
Carolina will last for the length of time it takes Intersal to excavate 
the wreck and recover the ship’s artifacts. 


À What do you think? 


What other types of partnerships can you name? 





> Account for investments in a 
partnership. 




















> Account for partners’ withdrawals. 


> Allocate profits and losses to the 
partners by different methods. 


> Define the accounting terms 
introduced in this chapter. 























Intersal 
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ser A ta # 


Workplace Connections 






















Ve 





Going into business with 
someone else can be smart when 
two or more people have 
complementary business skills and resources 
that can help a business succeed. Business 
partners should agree about each person's 
responsibility in the business and how profits 
and losses will be shared. In this chapter, you'll 
learn how a defined partnership agreement 
helps avoid conflict and benefits the smooth 
operation of the business. 





Dn vestigate: 

1. Asanemployee, you agree to follow the 
employer's rules. What are some rules in 
your workplace? 

2. How do they help you and your co-workers 
avoid conflict? 

3. If conflicts occur, how are they resolved? 
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Partnership Equity 


What You'll Learn 





As you learned in Chapter 2, a partner- 








ship is ah association of two or more per- 

| © The characteristics of a sons to operate, as co-owners, a business for 

| partnership. protit. Any type of business may be orga- 

|| e Howto account for nized as a partnership. For example, Intersal 

partners’ investments. is a company that salvages historic ship- 

| * How to account for wrecks. Intersal entered into a partnership 

| partners’ withdrawals. with the state of North Carolina to salvage 

| È the Queen Anne’s Revenge, Blackbeard's ship. 

| Why It's Important Partnerships, however, are more sus 
| The accounting for in businesses that provide professional services. For example, account- 
| investments and with- ing and legal firms are often organized as partnerships. Each partner can 
drawals in partnerships have his or her own clients, yet share with the other partners the 

| differs from sole proprie- expenses of operating an Office. 


torships and corporations. 


| kry oo Characteristics of a Partnership 


The partnership form of business organization has certain unique 
mutual agency features. Let’s look at some of them. 
partnership agreement 








Ease of Formation 


Like a sole proprietorship, there are no special legal requirements that 





must be met to form a partnership. A partnership is automatically formed 
when two or more persons agree to operate as partners. A partnership is 
a voluntary arrangement. No one can be forced into a partnership or 


required to continue as a partner. 


Unlimited Liability 


Each partner is personally liable for the debts of the partnership. This 
means that if the partnership’s creditors cannot be paid out of the assets 
















of the partnership, a partner’s personal assets may be used to pay the 





Shipwrecks 
Perhaps the most 
famous shipwreck 
ever found was that of the 
Titanic. The salvage com- 
pany RMS Titanic, Inc., has 


partnership’s debts. 


Limited Life 


A partnership may end for a number of reasons, including death, 








withdrawal, bankruptcy, or incapacity of any partner. A partnership may 





| spent around $20 million also end when the project for which the partnership was formed is 
| collecting over 4,000 Titanic completed, or when the time period set by the partners has expired. For 
artifacts from the site of the example, two architects may agree to combine their talents to design and 


shipwreck. oversee the construction of a building. When the building is completed, 





the partnership is dissolved. 
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Mutual Agency 
Fach partner is an agent of the partnership. In other words, any partner 


can, in the name of the firm, enter into agreements that are binding on all 


other partners. This relationship is known as ‘mutual agency . 
Co-ownership of Partnership Property 


When a partner invests assets in the partnership, he or she gives up all 
personal rights of ownership. All of the partnership assets are co-owned by 
the partners. 


Advantages and Disadvantages of a Partnership 


One of the most important advantages of a partnership is that it pro- 
vides the opportunity to bring together the abilities, experiences, and re- 
sources of two or more individuals. A partnership is easy to form; the only 
requirement is the agreement of the partners. Members of a part- 
nership are usually able to make decisions without holding a for- 
mal meeting of the partners. Although a partnership must have 
a legal purpose, there are few other restrictions. Finally, federal 
and state income taxes are not levied against the partnership. 
Each partner pays personal income taxes on his or her share of 
the net income of the business. 

There are, of course, disadvantages to the partnership form. 
As discussed earlier, a partnership has a limited life, each partner 
is personally liable for the debts of the partnership, and all part- 
ners may be held responsible for the decisions of one partner. In 
addition, a partner cannot transfer his or her interest in the part- 
nership without the consent of the other partners. The ability to 
work together without major disagreements, however, may be 
the greatest test of the partnership form of organization. 


The Partnership Agreement 


A partnership may be formed when two or more individuals orally agree 
to operate a business as co-owners. However, it is advisable to have a written 
partnership agreement. A partnership agreement is a document that sets 
out the terms under which the partnership will operate. There is no stan- 
dard form for a partnership agreement. It should, however, include the 
following types of information: 


1. the name and address of each partner 

2. the name, location, and nature of the partnership 

3. the date of the agreement and the length of time the partnership 
is to exist 

. the investment of each partner 

. the duties, rights, and responsibilities of each partner 

. the amount of withdrawals allowed each partner 

. the procedure for sharing profits and losses 


ONDA Nn & 


. the procedure for distributing assets when the partnership is dissolved 


Each partner should sign the agreement. 


Section 1 





















On April 2, 1792, an act 
of Congress created the 
United States Mint and 
established the national 
coinage system. Supervision 
of the mint was delegated to 
the secretary of state, but the 
mint became an indepen- 
dent agency in 1799 anda 
bureau of the Treasury 
Department in 1873. 
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Partnership Accounts 
Ina partnership, 


there are separate 
capital and with- 
drawals accounts for 
each partner. 








On January 1 Molly Gill and Don Putman contributed cash and other assets to form a partnership, 


| 
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(019) 
TIPS 
Withdrawals 

A partnership rewards 
partners in the form of 
partnership profits. Partners 
are not paid as employees 
of the business. Instead, 
active partners withdraw 
money on a weekly or 
monthly basis in anticipa- 
tion of their share of annual 
profits. 


n 


Memorandum 1. 


TL I TT RZ RRS SSS ST RG ANE LEO ATS I 
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Accounting for Partners’ Equity 


Accounting for owners’ equity for a partnership is basically the same as 
for a sole proprietorship. While a sole proprietorship has only one capital 
account, a partnership has two or more capital accounts. A separate capital 
account is set up for each partner to record that partner’s investment in the 
business. Each partner also has a separate withdrawals account in which to 
record the amount of cash or other assets the partner withdraws from the 
business for personal use. 


Recording the Investments of the Partners 


When a partnership is formed, the value of cash and other assets invested 
by each partner is listed in the partnership agreement. Separate entries are 
then made to record each partner’s investment in the business. Let’s look at 
an example. 

On January 1 Molly Gill and Don Putman agree to form a partnership to 
operate a business. The name of the partnership is Surfside Bike & Skate 
Rentals. Each partner agrees to invest the following assets in the new business. 


Gill Putman 
Cash $12,000 
Office supplies 1,000 
Office equipment (market value) 12,000 
Building (market value) $30,000 
Land 15,000 
Total assets invested $45,000 $25,000 


When assets other than cash are invested in a partnership, the asset 
accounts are debited for the market value of the assets. 








GENERAL JOURNAL pace! 
DATE DESCRIPTION oe DEBIT CREDIT 

1 20-- 1 
2 Jan. 1 Building 30 00000 2 
3 Land 15 00000 3 
4 Molly Gill, Capital 4500000 4 
Memorandum 1 5 
1 Cash in Bank 1200000 6 
Office Supplies 100000 7 
Office Equipment 12 00000 8 
Don Putman, Capital 2500000 9 
Memorandum 1 | 10 
11 
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Recording Additional Investments 


Any additional investments by the partners are recorded in a similat 





Key Points 





Partnership Investments 


manner. For example, in April each partner agreed to invest $5,000 cash in 
When a partner 


the business. Cash in Bank is debited for $10,000 and the two partners’ 





; . nre invests noncash assets 
capital accounts are debited for $5,000 each. i 
in the business, they 


are recorded in the 


Recording Withdrawals by the Partners 


During the year partners may withdraw cash or other assets for personal 


partnership accounts 





at the market value ot 


use, according to the terms of the partnership agreement. The amount of the assets. 





the withdrawal is debited to the partner’s withdrawals account and credited 
to the appropriate asset account. The amounts withdrawn by the partners 


do not have to be equal. 





/ 











On May 12 Molly Gill withdrew $1,800 cash for personal use, Check 123, 
and Don Putman withdrew $1,200 cash for personal use, Check 124. 
ane GENERAL JOURNAL PAGE 36 _ 
DATE DESCRIPTION ae DEBIT CREDIT 

1 20-- | | 
2 May 12 Molly Gill, Withdrawals 1 80000 2 
3 Cash in Bank 180000 3 
4 Check 123 4 
5 Don Putman, Withdrawals 1 20000 5 
6 Cash in Bank 6 
7 Check 124 7 
8 8 


















A MATTER OF ETHICS 





Partner Loyalty Ethical Decision Making: 


i . @ What are > ethi i ? 
Imagine that you have started a jewelry What are the ethical issues: 


business with your best friend Harold. He 
manages the business while you make the jewelry. 
Your designs are very successful, but because of 
Harold’s mismanagement, the business isn’t 
making any money. He suggests “doctoring” the the parties? 
financial statements and using them to raise 
capital by bringing in other investors. You're 
afraid that the business won't grow as long as 
Harold is running the business, but he’s a good 
friend and has some good ideas. 





What are the alternatives? 






Who are the affected parties? 


44 4 


How do the alternatives affect 






4 





What would you do? 
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SECTION | Check Your Understanding 


i 





Now that vou have studied this section, complete the following questions and problem. 





Thinking Critically 


1. How is the owners’ equity account set up for a partnership? 





2. When a partner invests noncash assets in a business, 
describe how the investment is recorded in the 


accounting records 


Communicating Accounting 


Choose a classmate and discuss a partnership for a 


business the two of vou would like to own and operate. 





Use your creativity and spell out the details. Prepare a 
partnership agreement. Include details about what each 


partner will contribute to the business. Be sure the 





partners sign the agreement to make it a legal and binding 


document. 





Problem 27-1 Recording Partners’ Investments 


On June 1 Matthew Deck and Jennifer Rusk af a) 
a E. 
più \s 


agree to combine their sole proprietorships into 


















a new business, Dreamscapes Catering, organized 
as a partnership. The partnership will take over 
all the assets of the two proprietorships. The as- 
1 pi 


sets Invested Deck and Rusk are listed below. 


Instructions Prepare the journal entries 
required to record the investment by each 
partner. Use page 1 of the general journal in 
vour working papers. The source document is 
Memorandum 1. 
Investments Deck Rusk 
Cash |‘ 1,200 S 2,300 
\ccounts receivable 2,000 7,000 


000 


J\ 


Merchandise § OOO 
Equipment 5.000 12.000 
12.000 ia 


Office Furniture 1,000 500 


738 Chapter 27 Introduction to Partnerships 


SECTION 2 [> 








Division of Income 
and Loss 


At the end of each accounting period, the net income or net loss from 
partnership operations is divided among the partners. Partners may divide 
the income or loss among themselves in any way they choose. The 
specific method should be defined in the partnership agreement. If it is 
not, the law provides that net income or net loss be divided equally 
among the partners. 


Dividing Profits and Losses 

There are many ways for partners to divide profits and losses. The 
division is generally based on the services and capital contributed by the 
partners to the partnership. For example, if the partners share equally in 
the work of the business, but one partner has invested more capital, it 
seems only fair that the one who has invested more should profit more. 

When the profits of the accounting period are divided, each partner’s 
capital account is increased. If the business incurs a net loss for the 
accounting period, the capital account of each partner is decreased. 

Let’s look at three methods that can be used to distribute partnership 
profits or losses. We'll use two examples for each method: a net income 
ot $24,000 and a net loss of $12,000. 


Dividing Profits and Losses Equally 

The easiest way to divide a partnership’s net income or net loss is 
equally. This method is often used when all partners invest equal amounts 
of capital and share equally in the work of the business. 

The partnership agreement for Surfside Bike & Skate Rentals states 
that the profits or losses are to be divided between the two partners 
equally. During the first year of operation, the partnership earned a net 
income of $24,000. Each partner’s share is $12,000 ($24,000 = 2). 

Remember that the balance of the Income Summary account is the 
net income or net loss for the period. In the third closing entry, Income 
Summary is closed to capital. On December 31 the balance of Income 
Summary, a $24,000 credit, is divided equally between the two partners. 


GENERAL JOURNAL PAGE __ 06 
DATE DESCRIPTION et DEBIT CREDIT 
1 20-- Closing Entries 1 
2 Dec. 31 Income Summary 2400000 2 
3 Molly Gill, Capital 1200000 3 
4 Don Putman, Capital 1200000, 4 


5 


n 





What You'll Learn 


* Howto divide profits 
and losses equally. 

¢ How to divide profits 
and losses based on a 
fractional share. 

¢ How to divide profits 
and losses based on 
partners’ investments. 


Why It’s Important 


Partnership profits and 
losses are divided among 
the partners according to 
the partnership agreement. 





International 
\ _ JACCOUNTING 


Business Attire 


Learning what is appro- 
priate to wear or not wear 


when conducting business 
in another country is im- 
portant. No matter where 
you go, it is generally 
safest to dress in conser- 
vative business attire. 
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| INVESTIGATING FRAUD 

| Tofightwhite-collar 

| crime, the Private Securities 

| Litigation Reform Act was 

passed in 1996, requiring 
auditors to bé more aggres- 

| sive in looking for fraud in 
the companies they audit. 








Key Points 


| Distribution of Net 

| Income or Net Loss 

| If the partnership 
agreement does not 

| explain how net in- 
come or net loss is to 
be distributed, the net 
income or net loss is 


| Shared equally among 





the partners. 
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\fter the journal entry is posted, the balance of Molly Gill's capital account 
is $62,000 and the balance of Don Putman’s capital account is $42,000. 


ly Gill, Capi )on Pi in, Capi 
ebit Credit Debit Credit 
Bal. 50,000 Bal. 30,000 
Clos. 12,000 Clos. 12,000 








Bal. 62,000 Bal. 42,000 


It the pattnership incurs a net loss of $12,000 for the period, each part- 
ner’s share of the net loss is $6,000 ($12,000 = 2). 
On December 31 the balance of Income Summary, a $12,000 debit, is 


divided equally between the two partners. 


GENERAL JOURNAL PAGE __66 


— 
pei DEBIT CREDIT 


m 


AT DESCRIPTION 


1 20-- Closing Entries 
2 Dec. 31 Molly Gill, Capital 
Don Putman, Capital 


N 


600000 
6 00000 


wo 


Î i 
4 Income Summary 1200000 4 


| 


n 


\tter the journal entry is posted, the balance of Molly Gill’s capital account 
is $44,000 and the balance of Don Putman’s capital account is $24,000. 


Molly Gill, ¢ apital 


Don Putman, Capital 





Debit Credit Debit Credit 
Clos. 6.000 Bal. 50,000 Clos. 6,000 Bal. 30,000 
Bal. 44,000 Bal. 24,000 


Dividing Profits and Losses on a 
Fractional Share Basis 


\nother way to divide net income or loss is to assign each partner a 
stated fraction of the total. The size of the fraction 


usually depends on (1) the amount of each part- 






ner’s investment and (2) the value of each part- 
ner’s services to the business. 5 Gi 
Suppose that the Surtside Bike & Skate x 7 
Rentals partnership agreement states that 
the profits or losses are to be divided 
between the two partners on the 
following basis: Gill, two-thirds and 


Putman, one-third. 


‘artnerships 


When partners share net income or loss on a fractional share basis, the 
basis is often stated as a ratio. For example, Gill’s two-thirds and Putman’s 
one-third could be expressed as a 2:1 ratio (2 to 1). To turn a ratio into a frac- 
tion, add the figures and use the total as the denominator of the fraction. 


2:1 = (2+1=3) = %and% 


The division of the $24,000 net income based on a 2:1 ratio is calculated 
as follows: 


Gill’s share: $24,000 x % 
Putman’s share: $24,000 x 1s 


$16,000 
$8,000 


The December 31 closing entry is shown below: 


GENERAL JOURNAL PAGE 06. 
DATE DESCRIPTION Bor DEBIT CREDIT 
1, 20-- Closing Entries 1 
2 Dec. 31 Income Summary 24 00000 2 
3 Molly Gill, Capital 1600000. 3 
4 Don Putman, Capital | 800000 4 
5 





7 | 


After the journal entry is posted, the balance of Molly Gill’s capital account 
is $66,000 and the balance of Don Putman’s capital account is $38,000. 














Molly Gill, Capital Don Putman, Capital 
Debit Credit Debit Credit 
- + - 4 
Bal. 50,000 Bal. 30,000 
Clos. 16,000 Clos. 8,000 
Bal. 66,000 Bal. 38,000 


If the partnership incurs a net loss of $12,000 for the period, the 
December 31 distribution based on a 2:1 ratio is calculated as follows: 


Gill's share: ($12,000) x % 
Putman’s share: ($12,000) x 


($8,000) 
($4,000) 


On December 31 the closing entry is as follows: 


GENERAL JOURNAL PAGE 66 _ 
DATE DESCRIPTION eel DEBIT CREDIT 
1 20-- Closing Entries | 1 
2 Dec. 31 Molly Gill, Capital 800000 2 
3 Don Putman, Capital 4 00000 3 
4 Income Summary 12 000 00 4 
5 5 


— + 


floating decimal point, which 
means that the calculator 
places the decimal in the 
correct position. 

For example: 


Floating 
Decimal Point 


P| P| x VENI Vol 
ISTE LI eee 













Most calculators have a 


if you multiply 0.055 x 
1,860 

then the answer will 
show the decimal in the 
correct place at 102.3. 
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After the journal entry is posted, the balance of Molly Gill’s capital account 
is $42,000 and the balance of Don Putman’s capital account is $26,000. 





Molly Gill, Capital Don Putman, Capital 
Debit Credit Debit Credit 
+ - + 
Clos. 8,000 Bal. 50,000 Clos. 4,000 Bal. 30,000 
Bal. 42,000 Bal. 26,000 


Dividing Profits and 
Losses Based on 
Capital Investments 


Profits and losses can also be divided 
on the basis of the capital contributed by 
the individual partners. To do this, com- 
pute the percentage of each partner’s 
capital investment. 


Individual Partner's Investment 
Total Partnership Investment 





Partner's Percentage 


Then multiply the net income or net loss by each partner’s percentage. 
Molly Gill and Don Putman made the following capital investments: 








Molly Gill $50,000 
Don Putman $30,000 
Total investment $80,000 
Gill’s Percentage Putman’s Percentage 
50,000 30,000 

: = 59 : 5% 
80,000 — 029% 80,000 379% 


Each partner’s share of the $24,000 net income is calculated as follows: 


Gill's share $24,000 x .625 = $15,000 
Putman’s share $24,000 x .375 $9,000 


The December 31 closing entry is as follows: 


GENERAL JOURNAL PAGE 66 __ 
DATE DESCRIPTION Poi DEBIT CREDIT 
120-- Closing Entries 1 
2 Dec. 31 Income Summary 24 00000 |_| 2 
3 Molly Gill, Capital 15 00000 3 
4 Don Putman, Capital 900000, 4 
5 5 


After the journal entry is posted, the balance of Molly Gill’s capital account 
is $65,000 and the balance of Don Putman’s capital account is $39,000. 


Introduction to Partnerships 


Molly Gill, Capital Don Putman, Capital 


| 








Bal. 65,000 Bal. 39,000 


Debit Credit Debit | Credit 

~ + | + 
Bal. 50,000 | Bal. 30,000 
Clos. 15,000 | Clos. 9,000 


If the partnership incurs a net loss of $12,000 for the period, the 
December 31 distribution is calculated as follows: 


($7,500) 
($4,500) 


Gill's share ($12,000) x .625 
Putman’s share ($12,000) x .375 


On December 31 the closing entry is as follows: 














GENERAL JOURNAL PAGE 66 
DATE DESCRIPTION Fool DEBIT CREDIT 
120-- Closing Entries 1 
2 Dec. 31 Molly Gill, Capital 750000 2 
3 Don Putman, Capital 450000 3 
4 Income Summary 1200000 4 
5 5 
After the journal entry is Molly Gill, Capital Don Putman, Capital 
aT’, 
posted, the balance of Molly Gill’s Debit Credit Debit Credit 
capital account is $42,500 and the - + - + 
balance of Don Putman's capital Clos. 7,500 Bal. 50,000 Clos. 4,500 Bal. 30,000 
Bal. 42,500 Bal. 25,500 


account is $25,500. 


ANALYZING FINANCIAL REPORTS 


Analyzing Partners’ Equity 

Financially speaking, the major difference between partnerships and other forms of business ownership is 
in the equity of the business. In partnerships, two or more people invest equity in the business. When the 
business earns revenue from its operations, the partners split the revenue in some agreed-upon proportion. 
The revenue represents a return on their investment of partnership equity. 

You learned how to calculate return on equity in Chapters 10 and 21. To review, return on equity is the 
profit of the business stated as a percentage of equity. 


Net Income 
Equity 
In the case of a partnership, each partner may have invested a different amount of equity, so the return 
might be different for each. 


> Analyze the Report: 


Use the balances in the T accounts for partners Putman and Gill on page 741 to answer these questions. 

1. Using a total net income of $24,000, calculate the return on total partnership equity. 

2. Using an equal split of net income, calculate the return on each partner's equity. 

3. Which partner earned the better return? Explain your answer. Why is this percentage different than 
the return on total equity? 


Return on Equity = 
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SECTION 2 Check Your Understanding 





Now that you have studied this section, complete the following questions and problems. 





Thinking Critically 


. If the partnership agreement doesn’t specify a method, which method is used to divide 





income and losses among the partners? 


N 


. Describe how to divide net income or net loss to each partner based on a fractional share 


basis. 


Computing in the 
Business World 


You and your best friend, Mary Jo Perry, operate 








an ice cream kiosk at the local outdoor shopping mall. 
You agree to divide profits and losses based on the 
capital investments made by each partner. Calculate 
the share of profit and loss due to each partner. 


Your investment $15,000 





Mary Jo Perry’s investment — 25,000 
Net income 32,000 


1. What is the percentage of investment by each partner? 








2. What is your share of the profit? 





3. If there is a loss, which partner will have the largest share of the loss? 





Problem 27-2 Determining Partners’ Fractional Shares 
Below are the ratios used by several partnerships to divide net income or net loss. 


Instructions Determine the fractions that are used to calculate each partner’s share of net 
income or net loss. Use the form provided in your working papers. 


























L. 3:1 4. 2:1:1 
2. 5:3:1 SZ) 
di diri 
Nations National Bank of U.S.A. d — a oe eS 
Auburn, Alabama 36831 a [CASH sail el Li 
3 [CHECKS (List Singly)| [| 
1 234/67 | 8,000/00 
; è Date November 13 20 — 265 walter TSC 
Problem 27-3 Analyzing uu, 1 ZI 
Y È n|4___ ti 
a Source Document Valter & Vount Tx Service A] 
| 200 Market Square wu (e ill tt —__| 
| ae 5 i - 7 , Rockford, Alabama 35136 2 |7 _| ee 
he deposit slips for Mr. Walter's i ian 
du a 
les . 10410 : " TOTAL | 8,000|00 
and Ms. Yount's investments in the part-  !0*+008534Se8 45098? - 
nership of Walter and Yount Tax Service Watione National Bank-ob USA: — DOLLARS CENTS 
Auburn, Alabama 36831 a - in 
are presented here. 8 [CHECKS (ist Singy)| 
1 234/89 12,( 000|( 00 | 
| x i Date November13 20 — a sou eh | 
Instructions. Prepare a journal entry . Gescavene te sete corse Bi LL 
| ; _ t= 7 |4 [esa 
to record the investments by the partners. =. / 35 | I 
| È Walter & Yount Tax Service ugo —-—__' 
T i 1 7 - >| 20 arke! uare u |D___ $$} —— 
| Use the journal provided in your working a e i 
| | _ = w |8 air ii e 
III papers. 03100653456: LS09E7I ° TOTAL | 12,000/00 | 
Il 
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CHAPTER 27 SUMMARY 


KEY CONCEPTS 





1. A partnership is an association of two or more persons to operate, as co-owners, a business 
for profit. 

2. The actions of one partner acting on behalf of the partnership are binding on all partners. This 
is known as mutual agency. 

3. Ina partnership a capital account and a withdrawals account are set up for each partner, 

4. Recording the investment of partners in a partnership: 





Cash in Bank (or other asset) Individual Partner's Capital 
LA ai : 
Debit Credit Debit | Credit 
+ = - | 4 


XX XX 


5. Recording cash withdrawals by partners: 








Individual Partner’s Withdrawals Cash in Bank 
oes ee ge n / —_ 
Debit Credit Debit | Credit 
+ - + | 
XX | Si 


6. The net income or net loss of a partnership is divided among the partners according to the terms 
set forth in the partnership agreement and is usually based on the contribution of services and 
capital by the partners. 

7. Dividing profits among partners: 





Individual Partner's Capital Income Summary 
Debit Credit Debit | Credit 
= ail | 


XX XX | 


8. Dividing losses among partners: 





Individual Partner’s Capital Income Summary 
Debit Credit Debit Credit 
= + 
XX XX 
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ORE RA 


TERMS 


You and your friend Marianne Shelton have discussed forming a 
partnership to provide desktop publishing and layout services to local 
businesses. You have chosen a business name: The Perfect Paper. You are 
ready to launch your business idea, but need Marianne to agree so that 
you can obtain a business loan. Using the terms listed below, write 
a letter to Marianne and formally invite her to join you in 
this venture. 


mutual agency 
partnership agreement 











Understanding Accounting 
Concepts and Procedures 


Instructions 


On a separate sheet of paper, answer the following questions: 





1. List five characteristics of a partnership. 

2. List three advantages and three disadvantages of the partnership form of business 
organization. 

3. Why is a written partnership agreement important? 

4. What information is usually included in a partnership agreement? 

5. When assets other than cash are invested in a partnership, at what amount are the assets 


recorded? 


6. What factors do partners usually consider when deciding on how the profits and losses of the 
partnership will be divided? 


7. Name three methods partners might use to divide profits and losses. 
8. How are profits divided when there is no written agreement? 


9. What does it mean to share profits at a ratio of 3:4? 





10. How do the closing entries of a partnership differ from those of a sole proprietorship? 
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Case Study... inter NET 


Partnership: Dentists Limited Liability Partnership 
Arturo Garcia and Marcela Melendez are partners in i | sa Liability ee 
; aL 7 aan RRP: is a hybrid entity—a cross between 
Family Dental Center They share equally the revenue a-parinership andiacorpocdon, 
and the costs of office rent, utilities, insurance, and 


. i Do This: 
salaries for the four people who work for them. Laveno 
You just graduated from dental school. Arturo this form of business ownership. 
and Marcela offer you a partnership in their practice. Phe Limited Liability Partner- 


ship (LLP) is referred to as a 
pass-through entity. What does 
this mean? 


Since you lack their years of experience, they offer 
you a 20 percent interest in return for a $40,000 
investment. . Contrast the liability of owners 
of a Limited Liability Partner- 
Thinking Critically: ship with that of a regular 
1. Assume that the revenue for the dental practice a 
averages $10,000 a week. If you become a partner, 
you could generate additional revenue of $3,500 a 


week. Compute your 20 percent share of the 


revenue, 
2. Assume that total expenses for the dental practice o 
are $6,000 a week. Compute your share of the Workplace NI 005 
expenses. 
3. Do you think that the 20% interest return in the Negotiating 
partnership is a good deal? Would you negotiate Can you work toward an agreement between 


those who disagree? If you can listen to opposing 
opinions, present facts and arguments, and help 
bring others to a compromise, then you are able 
to facilitate negotiations. 


4: . ° . On the Job: 
Conducting an Audit with Alex Several years ago two of your friends decided 

to create a business partnership so they could 
open a sports restaurant—The Gold Medal. You 
discover that the restaurant now is in jeopardy 
of closing because the partners are arguing about 
expansion plans. Because you can negotiate and 
mediate differences, you were asked to help your 
friends resolve their conflict. 


a different arrangement? Explain. 


The partnership agreement states that partners 
3 Mary, Yoto, and Sally are to share profits in the 
ratio of 3:2:1. Allan, the chief accountant, 

divided the net income of $86,000 as follows: 


Mary's share = $43,000 
Yoto’s share = $28,000 
Sally’s share = $15,000 


Thinking Critically: 

1. Meet with the partners (two of your classmates) 
and role-play the conflict. Have the partners 
talk about the problems connected with the 
restaurant expansion. Act as the mediator and 
write down all the issues mentioned. 

. Write down possible solutions for each of the 
identified problems. 

. Present your recommendations to the 
partners. Help them decide whether or not it 
is appropriate to expand the restaurant. 


Instructions Are profits calculated properly? 
If not, recalculate the partners’ shares on a sep- 
arate sheet of paper. 
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Making the Transition from a Manual to a Computerized System 


| In a Manual System In a Computerized System 
| 


| 
| Starting a New Company 
| 
| 





Starting a new company . Determine the form of business 1. Use the New Company Setup routine 
ownership. otfered with most computerized 
2. Create a chart of accounts. accounting systems. 
3. Open a general ledger account for . You will follow a checklist that will 
each account. prompt you to enter general 
. Record the journal entry for the information about the business, as 
initial investment by the owner(s). well as specific information about 
. Post the opening entry to the the accounting records. 
appropriate ledger accounts. 


Setting Up a New Company in PEACHTREE 








Peachtree Question Description 


| What information will I enter in . Setting up a new company in Peachtree is completed in two parts. 
the New Company Setup routine? | 2. Part 1 requires: 
company name and address 
tax id 
business form (type) 
chart of accounts 
posting method 
accounting period 
| e fiscal year 
3. Part 2 requires: 
customer defaults 
statement and invoice options 
vendor defaults 
inventory defaults 
payroll defaults 





| What does the software do . The company information that you define in Part 1 will appear on all 
“behind the scenes?” reports, statements, invoices, checks, etc. 
. The business form will determine the type of chart of accounts and 
relationships of G/L accounts. 

3. The defaults that you define for customer and vendor accounts will 
| apply to all transactions that you enter. 
| . The accounting period, fiscal year, and posting options that you 

define set the parameters for the accounting records. 





a) led instructions: See the Peachtree User Guide in your Glencoe Working Papers. 
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CHAPTER 27 PROBLEMS 





APPLICATION 





Listed below are the net income and the method of dividing net income 


or net loss for several partnerships. 


Instructions Use the form provided in your working papers to determine 


Problem 27-4 Dividing Partnership Earnings 


OPTIONS 


Complete chapter 
problems one of three 
ways: 
Manual Working 
Papers in your 
—— Glencoe Workbook 








or 
each partner’s share of the net income. Peachtree for 
Net Income Method of Dividing Partnership Earnings Windows 
1. $45,000 Equally: 2 partners —— Software 
2. $89,700 Fractional share: 2/3, 1/3 or 
3. $22,000 Fractional share: 3:1 Spreadsheet 
4. $32,000 Fractional share: 2/5, 2/5, 1/5 ee 


5. $92,700 Equally: 3 partners 


Analyze: What accounts are affected when net income is distributed to 
the partners? 





Wrendshest 


PR 


si 


Capital Investment 


Listed below are the individual partner’s investments for several 


partnerships. 


Instructions Using the form provided in your working papers, calculate 
each partner’s percentage ownership in the partnership. 3. 


Problem 27-5 Calculating the 
o8tem Percentage of Fach Partner's 


Total Partnership Investment 


—— (Problem 27-5) 


ERRO 


0h 142) 
SMART GUIDE 


Step-by-Step Instructions: 
Problem 27-5 


1. Select the spreadsheet 
template for Problem 
27-5. 

2. Enter your name and 

the date in the spaces 

provided on the 
template. 

Complete the spread- 

sheet using the 

instructions in your 


paw 









Individual Partner’s Investment 
1. $60,000 
Di 25,000 
di 11,250 
4. 30,000 


working papers. 


$180,000 - 
4. Print the spreadsheet 


125,000 and proof your work. 
28,125 5. Save your work and exit 
40.000 the spreadsheet program. 


Analyze: Why is it important to know each partner's percentage of the 


total partnership investment? 





Problem 27-6 Recording Investments of Partners 


On May 1, Jason Pua and Roy Nelson formed the partnership called 
JR Landscaping. Jason contributed $8,100 cash and all of his landscaping 
equipment. The equipment was purchased by Jason for $2,500 last year. The 
market value of this equipment is now $1,800. Roy contributed $1,000 cash 
and his truck that has a market value of $5,600 presently. 


é 
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\\\ SU PEACHTREE 
SMART GUIDE 


Step-by-Step Instructions: 
Problem 27-6 


1. Select the problem set 
for JR Landscaping 
(Prob. 27-6). 

2. Rename the company 
and set the system date. 

3. Enter the transactions to 
record the investment by 
each partner using the 
General Journal Entry 
option. 

4. Print a General Journal 
report and proof your 
work. 

5. Answer the Analyze 
question. 

6. End the session. 








ul PEACHTREE 


SMART GUIDE 


Step-by-Step Instructions: 
Problem 27-7 


1. Select the problem set 
for In Shape Fitness 
(Prob. 27-7). 

2. Rename the company 
and set the system date. 

3. Record the entry to 
divide the loss between 
the two partners using 
the General Journal 
Entry option. 

4. Print a General Journal 
report and proof your 
work. 

5. Answer the Analyze 
question. 

6. End the session. 





CHAPTER 27 PROBLEMS 


Instructions Prepare the journal entries required to record the 
investment by each partner. Use page 1 of the general journal in your 
working papers. The source document is Memorandum 1. 


Analyze: What are the balances in the partners’ capital accounts after the 
formation of the partnership? 








Problem 27-7 Sharing 
Losses Based on 
Capital Balances 


Mariela DeJesus and Natasha 
Faircloth started the partnership 
In Shape Fitness with capital 
balances of $35,000 for Mariela 
and $45,000 for Natasha. They 
agreed to share profits and losses on the basis of their capital balances. The 





net loss for their first year of operation was $28,500. 


Instructions Prepare the journal entry required to divide the loss 
between the partners. Use the journal in your working papers to record 
your entry. 


Analyze: If Mariela took a $1,500 withdrawal, what was her capital 
account balance on December 31 after the closing entries were posted? 





Problem 27-8 Partners’ 
Withdrawals 


Graff, Nu, and Pane are partners 
in Travel Essentials. They agreed that 
partnership withdrawals would be 10 
percent each based upon the profits 
recorded for the year. In the first year 
of operation, the partnership reported 





$25,000 in profits. ox 


CI 
Instructions Prepare the entry to record the PASSPORT iF 
withdrawals of Graff, Nu, and Pane based on the 
partnership agreement. Use the journal paper provided 
in your working papers. MOTEL 


of America 
Analyze: If the partnership had a loss, what account(s) 
would be debited for the partners’ withdrawals? 
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Problem 27-9 Preparing 
Closing Entries for a 
Partnership 


Barbara Scott and Martin Towers are 
partners in the firm of Ten Column Accounting 
Services. Their partnership agreement states 
that Scott and Towers share net income or net 
loss in a 3:2 ratio. 

At the end of the period, December 31, the 
business had a net loss of $9,700. During the 
period Scott withdrew $6,600 and Towers 
withdrew $5,400. 


Instructions In your working papers, do the following: 

(1) Journalize the closing entries to divide the net loss between the partners 
and to close the withdrawals accounts. Use general journal page 14. 

(2) Post the closing entries to the general ledger accounts. 


Analyze: What were the ending balances for the Scott and Towers capital 
accounts? 






Problem 27-10 Evaluating Methods of 
Dividing Partnership Earnings 
Jo Garrity, Maureen O’Riley, and David White decided to form a part- 


nership called OnTime Copy Shop. The partners will invest the following 
assets in the business: 


Garrity O’Riley White 
Cash 0 $22,000 $40,000 
Supplies 0 5,000 2,000 
Equipment 0 7,500 4,000 
Building $50,000 0 0 
Land 15,000 0 0 


They are considering the following plans for the division of net income 
or net loss: 
1. Equally l 
2. Garrity, 20%; O'Riley, 40%; White, 40% 
3. In the same ratio as the beginning balances of their capital accounts 
Instructions Assume that the business had a net income of $17,500. 
Calculate the division of net income under each of the three plans. 


Analyze: Which method would O’Riley prefer and why? 
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Woe 143 
SMART GUIDE 


Step-by-Step Instructions: 
Problem 27-8 


1. Select the problem set 
for Travel Essentials 
(Prob. 27-8). 

2. Rename the company 
and set the system date. 

3. Enter the transactions to 
record the partners’ 
withdrawals using the 
General Journal Entry 
option. 

4. Print a General Journal 
report and proof your 
work. 

5. Answer the Analyze 
question. 

6. End the session. 


Ul’ PEACHTREE 





SMART GUIDE 


Step-by-Step Instructions: 
Problem 27-9 


1. Select the problem set 
for Ten Column 
Accounting Services 
(Prob. 27-9). 

2. Rename the company 
and set the system date. 

3. Record the entry to 
divide net loss between 
partners using General 
Journal Entry option. 

4. Print a General Journal 
report and proof your 
work. 

. Answer the Analyze 
question. 

6. End the session. 
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a EHAPTER 28 






Financial 

Statements and 
Liquidation of 
a Partnership 








Learning Objectives 


Wh h leted thi O i 
i Exploring the Real World of Business 


chapter, you will be able to: 







> Prepare an income statement for BATVITA VIA ZI A EST NNT STATEMENTS 
a partnership. 















Look around you and think about the number of products that 
are made from trees—paper, furniture, homes, and boats. One 
company that provides the raw materials for such products is Plum 
Creek Timber Company, L.P. In the United States Plum 
Creek owns almost two and a half million acres of timberland and 
operates 12 manufacturing facilities in the Northwest and Southeast. 
To help ensure that it will have trees to harvest in the future, the 
company follows environmental principles of planting new trees, 
protecting water quality, and conserving soil at harvest sites. 

Plum Creek is organized as a master limited partnership, which 
means that each partner's liability is limited to the amount of the 
person’s investment. The company has over 60,000 investors—who 
are the limited partners—and its Units are traded on the New York 
Stock Exchange under the symbol PCL. The company reports its 
earnings and expenses through financial statements, and company 
managers determine distributions paid to partners from cash flow. 


> Prepare a statement of partners’ 
equity. 









> Prepare the Partners’ Equity 
section of a balance sheet. 






Account for partnership 
liquidation losses. 






> Account for partnership 
liquidation gains. 







> Prepare the final entry to liquidate 
a partnership. 










> Define the accounting terms 
introduced in this chapter. 






What do you think? 
Can you think of at least two other types of companies that are 
organized as limited partnerships? 
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In previous chapters, you've 
learned how to prepare financial 

statements for a sole proprietorship 
and for a corporation. Preparing financial 


A partnership agreement defines how income 
and loss is to be divided among partners. You'll 
learn how to calculate and report partners' 
income or losses in this chapter. 


Dnvestigate: 

1. Have you ever wondered who receives the 
profits from the place you work? Who must 
take the losses? 

2. What problems might occur between 

partners of a business without a signed 


partnership agreement? 


statements for a partnership is a similar process. 



























¢ How to show the 
division of net income 


income statement. 
* Howto prepare a 


partners' equity. 
* How to prepare the 


of a balance sheet. 


Why It's Important 


Partnership financial 
statements differ from 


ship and a corporation. 


ley noo 


statement of changes in 
partners’ equity 





Natural Products 
The Amazon rain 

forests are the source 

of many natural substances 

used to treat health prob- 


lems such as hypertension, 
diabetes, migraine head- 
aches, and indigestion. 
Companies selling such 
natural products earn billions 
of dollars in revenue. 
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What You'll Learn 
among partners on the 


Statement of changes in 


Partners’ Equity section 


those of a sole proprietor- 








TIA 


Financial Statements 
for a Partnership 


At the end of the vear, Deloitte & Touche LLP, one of the “Big Five” 
accounting firms, prepares financial statements including an income 


statement, a statement of changes in partners’ equity, and a balance sheet. 


The Income Statement 


[he income statement for a partnership is prepared in the same way 
as for any service business. Expenses are subtracted from revenue to deter- 
mine the net income or loss. Although it is not required, the division of 
net income or net loss among the partners may be shown on the income 
Statement. 

The partnership agreement of 
Surfside Bike & Skate Rentals 
states that net income or net loss 
will be divided equally between 
the partners. At the end of the 
vear, the firm had a net income 
of $24,000. Each partner’s share 
is $12,000. Figure 28-1 illustrates 


how to report the division of net 





income on the income statement. 


Surfside Bike & Skate Rentals 
Income Statement 
For the Year Ended December 31, 20-- 


Net Income 24,000.00 


Division of Net Income: 
Molly Gill 12 000,00 
Don Putman 12 000.00 
Net Income | 24 00 


[EL] 


Figure 28-1 Reporting the Division of Net Income on the 
Income Statement 


The Statement of Changes 
in Partners’ Equity 
[he reports the change 


in each partner’s capital account resulting from business operations. It is 


| Statements and Liquidation of a Partnership 





similar to the statement of changes in owner's equity for a sole proprietor- 
ship, except that there is a separate column for each partner. Figure 28-2 
shows the statement of changes in partners’ equity for Surtside Bike & Skate 


Rentals. Notice that the net income is divided between the partners. 


Surfside Bike & Skate Rentals 
Statement of Changes in Partners’ Equity 
For the Year Ended December 31, 20-- 


Gill | Putman 
Beginning Capital, Jan. 1, 20-- foto ea 
5000000 3000000 8000000 
12,000.00 2400000 


Add: Investments 


Net Income 12000 00 





‘BICYCIES 
ey. oma 









| 





Subtotal 6200000 4200000 10400000 


Less: Withdrawals 
Ending Capital, Dec. 31, 20-- 


500000 300000 8 





000 00 


Figure 28-2 Statement 





The Balance Sheet 


5700000 3900000 9600000 


| of Changes in Partners’ 
Equity 


For a partnership the Owners’ Equity section of the balance sheet is 
referred to as the Partners’ Equity section. Each partner’s capital account is 
listed separately in the Partners’ Equity section. (See Figure 28-3.) The cap- 
ital account amounts reported on the balance sheet are from the statement 


of changes in partners’ equity. 


Surfside Bike & Skate Rentals 
Balance Sheet 
December 31, 20-- 


| 


Figure 28-3 The Partners’ 
Equity Section of the 
Balance Sheet 


Partners’ Equity | | | | 
Molly Gill, Capital 57 000 00 | | 
Don Putman, Capital 39|ololojo0) ||] 


Total Liabilities and Partners’ 


Total Partners’ Equity | | 
| 
Equity | | 


96 000.00 


| 

| 7 

| 126000 00 
| | | 


A MATTER OF ETHICS — 


Using Another Person’s Idea 


Imagine that you are an accounting clerk for 
two dentists who are partners. The partners re- 
cently began a program in which employees will 
receive a bonus for suggestions that are imple- 
mented and that result in cost savings. You sub- 
mitted a suggestion for which you received a 
$1,000 bonus. A co-worker, however, originally 
mentioned the idea. 


Ethical Decision Making: 
@ What are the ethical issues? 


What are the alternatives? 


e 
& \Whoare the affected parties? 
e 


How do the alternatives affect 
the parties? 


What would you do? 
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SECTION | Check Your Understanding 





Now that you have studied this section, complete the following questions and problems. 





Thinking Critically 


1. What financial statements are prepared for a partnership? 





2. What is the difference between a statement of changes in owner’s equity and a statement of 
changes in partners’ equity? 





Communicating Accounting 
Maurice Lance and Terry Klaus are partners in a 
business called M&T Computer Solutions. Maurice 








wants to contribute more money to the partnership. 
Terry, on the other hand, is satisfied with his initial 
investment. Choose a classmate and role play the 
partners. Discuss the pros and cons of additional 


investments. 











Problem 28-1 Preparing the Income Statement and 
| Balance Sheet for a Partnership 


Information related to the operations of the Goldman and Jones partnership follows. 


Instructions In your working papers, prepare the division of income section of the income 
statement and the Partners’ Equity section of the balance sheet. 

1. Goldman and Jones share profits in the ratio of 2:3. 

2. Net income for the year ended December 31, 20-- was $35,000. 

3. The January | capital balance for Goldman was $23,000. 


3 
4. The January 1 capital balance for Jones was $47,000. 





Problem 28-2 Analyzing a Source Document 





Instructions In your work- 
ing papers or on a separate INI Brie Norman & Company 


È ; CERTIFIED PUBLIC ACCOUNTANTS 
sheet of paper, determine each 





partner’s share of the gain. Minutes of the Partners’ Meeting 
January 12, 20-- 


The partnership sold equipment for a gain of $26,400. The partners 
agreed to share the gain as follows: 


Larry Bass, CPA 6/22 

John Buie, CPA 6/22 

|| Teri Anderson, CPA 3/22 
| Robert Norman, CPA 3/22 
| Paula Dunham, CPA 2/22 
John Ruppe, CPA 2/23. 


756 Chapter 28. Financial Statements and Liquidation of a Partnership 


STILI I N 





Liquidation of 
a Partnership 









A partnership does not have an unlimited life. Partnerships end be- ea 
cause of death or incapacity of a partner, upon completion of a project, What You'll Learn 
or at the end of a specified time period. In this section you will learn e Howto recard losses in 
about the procedures followed to dissolve a partnership. a partnership liquidation. 

i o * Howto record gains ina 
Ending the Partnership partnership liquidation. 
* Howto record the cash 
distribution required to 
liquidate a partnership. 


Settling the affairs of the Le business when it ends is referred 





to as . In the liquidation process, all partner- 


ship assets are conv sited to cash and all partnership debts are paid. Any 
remaining cash is then paid to the individual partners. The process Why It’s Important 


involves the following four steps When a partnership is 


liquidated, the gains or 
losses from the sale of 
noncash assets are rec- 
ognized, the debts of the 
partnership are paid, and 
the balance of cash is 
distributed to the partners. 





1. All noncash assets are sold for cash. 






2. All gains or losses from the sale of noncash assets are added to or 






deducted from the capital accounts of the partners based on the 





partnership agreement. 





3. All partnership creditors are paid. 





4. Any cash remaining after the creditors are paid is distributed to the 





partners based on the final balance in the partners’ accounts. 


partnership liquidation 





(Ple 


| ACCOUNTING 
TIPS : 
The Seasoned 
Accountant 
What do seasoned 
accountants know that new 
recruits do not? Experienced 
accountants know more 
about the nature of par- 
ticular business fields, what 
can go wrong and why, and 
what is and is not impor- 
tant. This experience is 


te 





Liquidation of Surfside 
Bike & Skate Rentals 





SS eae SSS a ae 


DSS 


Let’s explore the liquidation of the Surfside Bike & Skate Rentals part- sometimes called “good i 
nership. Figure 28-4 shows the balance sheet on the date the partners judgment.” | 
decided to end Surfside Bike & Skate Rentals. TEE ES 
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Figure 28-4 Surtside Bike 


& Skate Rentals Balance 
Sheet 


© international 


PACGCOUNTING 






















Social Etiquette 


Being sensitive to the 
cultural differences in any 
business or social setting 
can prevent potential 
misunderstandings. For 
example, in most Latin 
American countries, 
people tend to stand very 
close to one another. 
When an American (who 
naturally stands about an 
arm’s length away) backs 
away from a Latin asso- 
ciate during a conversa- 
tion, it can be considered 
offensive. 


_ 








- 


Surfside Bike & Skate Rentals 
Balance Sheet 





April 15, 20-- 
Assets 
Cash in Bank 18 000 00 
Accounts Receivable 33,000 00 
Merchandise Inventory 35.000 00 
Equipment 45 000 00 
Less: Accumulated Depreciation (8 000.00) 
| 4000000 
Total Assets « | 126 000.00 
Liabilities 





Note Payable 

Accounts Payable 

Total Liabilities 30,000 00 
Partners’ Equity 

Molly Gill, Capital 

Don Putman, Capital 





Total Partners’ Equity 
Total Liabilities and Partners’ Equity 

















The Liquidation Process 


Gill and Putman share profits and losses equally and agree to end the 
partnership based on the April 15 balance sheet. The liquidation process 
requires that all partnership assets be converted to cash, debts be paid, and 
the remaining cash be distributed to the partners. There were five transac- 
tions over a period of weeks that involved ending the partnership. 


Sale of Partnership Accounts 
Receivable at a Loss 


On April 20 the $33,000 in accounts receivable are sold to a finance bro- 
ker for $29,000. The sale of the receivables results in a $4,000 ($29,000 — 
$33,000) loss to the partnership. The loss is divided equally between Gill 
and Putman. The entry to record the sale of the receivables and distribute the 
loss is as follows: 


GENERAL JOURNAL pace 109 _ 
DATE DESCRIPTION hi DEBIT CREDIT 
1 20-- | | 1 
2 Apr. 20 Cash in Bank 2900000 2 
3 Molly Gill, Capital 200000 3 
4 Don Putman, Capital 200000 4 
5 Accounts Receivable 3300000 5 
6 Receipt 341 6 
| 7 
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The individual balances in the accounts receivable subsidiary ledger are 
credited for a total of $33,000. 


Sale of Partnership Merchandise at a Loss 


On April 29 the merchandise inventory, which cost $35,000, is sold for 
$32,000 to a discount warehouse. The sale results in a $3,000 ($32,000 
$35,000) loss to the partnership. The loss is divided equally between the 
partners. The entry to record the sale of the inventory and distribute the loss 
is as follows: 


GENERAL JOURNAL page 110 
DATE DESCRIPTION fi DEBIT CREDIT 

120-- | 1 
2 Apr. 29 Cash in Bank 32 00000 | 2 
3 Molly Gill, Capital 150000 3 
4 Don Putman, Capital 150000 4 
5 Merchandise Inventory | 3500000 5 
6 Receipt 363 | 6 
7 | 7 
Sale of Partnership 


Equipment at a Gain 


The partnership owns equip- 
ment that cost $48,000 and has ac- 
cumulated depreciation of $8,000. 
The book value of the equipment is 
$40,000 ($48,000 — $8,000). 

On May S the equipment is sold 
to a dealer for $42,000 resulting in a 
gain of $2,000 ($42,000 — $40,000). 
The gain is divided equally between 
the partners. The entry to record the 
sale of the equipment and distribute 
the gain is as follows: 


du 
a. > 
I 


GENERAL JOURNAL page 111 
DATE DESCRIPTION POST DEBIT CREDIT 
120-- | 1 
2 May S Accum. Depr—Equipment 800000 | 2 
3 Cash in Bank 42 00000 3 
4 Molly Gill, Capital | 100000 4 
5 Don Putman, Capital | 1 00000 5 
6 Equipment 4800000 6 
7 Receipt 371 | 7 
8 | 8 


| | 





CONNECT'TC 
MATHEM 


The abacus is an ancient 
Chinese calculating device 
with two columns of beads 
strung on reeds that is still 


used by many Asians to per- 
form arithmetic. In a 1946 
contest between a Japanese 
abacist and an early com- 
puter, the traditional device 
won easily after two days of 
competition. 
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ACCOUNTING 


THE INTERNET 
The Internet was created 


in the 1960s for military 
communication. Today, it is 
also used commercially for 





tasks such as promoting 
businesses, posting financial 
information, and conducting 
research. 








The Payment of Partnership Liabilities 


On May 11 the partnership mails Check 234 to pay the bank note and 


Checks 235 through 238 to pay the accounts payable balances. The entry to 
record the transactions is as follows: 


GENERAL JOURNAL pace 112 

ATE DESCRIPTION ee DEBIT CREDIT 
20-- 1 
2 Mav 11 Notes-Pavable 10 00000 2 
Accounts Pavable 20 00000 3 





4 Cash in Bank | 3000000 i 
Checks 234-238 | | | È 
| 
[ 


| 6 


[he individual balances in the accounts payable subsidiary ledger are 
debited for a total of $20,000. This entry brings the Accounts Payable 
account to Zero. 

Only three accounts remain in the ledger after all the noncash assets are 
sold and the debts of the partnership are paid: Cash in Bank; Molly Gill, 
Capital; and Don Putman, Capital. 


Cash in Bank Molly Gill, Capital 








es pate °__ curr 
Debit Credit Debit | Credit 
Bal. 18,000 30,000 2,000 | Bal. 57,000 
29,000 1,500 | 1,000 
32,000 
42,000 
Bal. 91,000 Bal. 54,500 


Don Putman, Capital 


Debit Credit 
2,000 Bal. 39,000 
1,500 1,000 


Bal. 36,500 


Now cash can be distributed to the partners based on the final balances 
in their capital accounts: Gill, $54,500 and Putman, $36,500. 


Final Distribution of Cash 


On May 15 the partnership is ended by distributing the balance of Cash 
in Bank to Gill and Putman. The final transaction to end the partnership is 


recorded as follows: 
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GENERAL JOURNAL pace 115 
DATE DESCRIPTION ae DEBIT CREDIT 
Neca i Calculating 
» 15 Molly Gill, Capi 5450000 
2 May 15 Molly Gill, dea: 4 2 Purchases Return 
3 Don Putman, Capital 3650000 3 i 
4 Cash in Bank 9100000 4 When calculating the 
5 Checks 239 and 240 5 amount of a purchases 
6 To dissolve the partnership 6 return: 
7 7 * besuretosubtract the 


amount of the return 
before calculating any 
discounts to be taken. 


Legal Requirements for Dissolving a Partnership 


Terms of dissolution may have been stated in the partnership agree- 
ment. Any terms laid out in that agreement must be followed when the 
partnership ends. If the partnership did not have a stated agreement, the 
laws of the state apply. Most states require that the partnership file a 
document stating that the entity has been dissolved. If the business has 
employees, the partnership must also notify the appropriate state and 
federal tax agencies. 


ANALYZING FINANCIAL REPORTS 





Evaluating Partnership Operating Results 


You learned in earlier chapters how to calculate ratios to help you evaluate the financial health of —__ 
corporations that publish their operating results in annual reports. Owners and managers of businesses that 
do not make their financial information public are also interested in these measures of financial health. 


Net Income 


Return on Sales = 
Sales 


Current Assets 


Current Ratio = ——_______ 
Current Liabilities 


Cash & Receivables 


uick Ratio = 
Q Current Liabilities 


Return on sales is a measure of how much profit the business is earning for each dollar of total revenue. 
Other key measures are the current and quick ratios, which show a company’s ability to repay it’s debts. 


>. Analyze the Report: 


Use the balance sheet on page 758 to answer these questions: 
1. Assume that Surfside Bike and Skate Rentals earned sales revenue of $192,000 and net income of 
$24,000 for the fiscal period just ended. Calculate the return on sales. 
iny’s liquidity based on the current ratio and the quick ratio. 
3. Write one to two paragraphs describing the financial health of Surfside dla and Skate Rentals based 
on your analysis of their financial Jatonnadon. = 
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SECTION 2 Check Your Understanding 





Now that you have studied this section, complete the following questions and problems. 








Thinking Critically 

1. What steps are involved in liquidating a partnership? 

2. Explain how to distribute the cash that remains after a partnership sells all of its noncash 
assets and pays all of its debts. 














Computing in the 
Business World 

Max & Tex novelty store, a part- 
nership, is ending. You are to help liq- 
uidate the partnership. Listed below 
are the remaining assets and liabilities 


of the business. Max & Tex share prof- 





its and losses equally. 











- Assets Liabilities 

Cash in Bank $20,000 Accounts Payable $15,500 
Accounts Receivable $12,000 Partners’ Equity 
Merchandise Inventory $42,000 Marilyn Max, Capital $59,250 
Equipment $60,000 Tom Tex, Capital $59,250 


Liquidation Transactions: 

1. Customers will pay their accounts in full before the liquidation date. 

2. Merchandise inventory was sold for $40,000 resulting in a $2,000 loss to the partnership. 
3. Equipment was sold to a local retailer for $70,000 resulting in a gain of $10,000. 


4. Accounts payable will be paid in full. 


Instructions How much cash will each partner receive at final liquidation? 
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Problem 28-3 Recording a Loss and Gain on the 
Sale of Noncash Assets by a Partnership 


Partners Gunther and Pertee share profits equally. In the process of ending the business, 


they sell all the partnership’s noncash assets. The transactions for the sales follow. 


Instructions Record the transactions in general journal form in your working papers. Use 


general journal page 275. 


Date Iransactions 


lhe merchandise inventory, which cost $45,000, was sold for $38,000. 
rhe office equipment, with a book value of $27,000, was sold for $29,000. 
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The income statement of a partnership may have a special section showing the division of protits 

or losses among partners. 

The balance sheet of a partnership contains a capital section titled Partners’ Equity. 

Partnerships prepare a statement of changes in partners’ equity. This statement reflects 

beginning balances, investments, and withdrawals of each partner. 

The process of ending a partnership is called partnership liquidation. 

When partners agree to end the partnership: 

e All noncash assets are sold for cash. 

e All gains or losses from the sale of noncash assets are added to or deducted from the capital 
accounts of the partners based on the partnership agreement. 

e All partnership creditors are paid. 

e Any cash remaining after creditors are paid is distributed to the partners based on the final 
balance in the partners’ accounts. 

Each partner’s share of gains and losses from the sale of noncash assets is added to or deducted 

from the partner’s capital account. 

In liquidation, creditors are paid before any partnership assets are distributed to the partners. 

Terms of dissolution may be stated in a partnership agreement. In lieu of an agreement, laws of 

the state apply. 


Upon dissolution, the partnership should notify any applicable taxing authority. 
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following terms and how they might relate to a business such 
as Plum Creek Timber Company. Review the information 
about Plum Creek Timber on page 752 and prepare a short 


description of the company and the terms below. 


KEY RIS 


Imagine that you have been asked to explain the 


partnership liquidation 
statement of changes in 
partners’ equity 


Understanding Accounting 
Concepts and Procedures 


Instructions 
On a separate sheet of paper, answer the following questions: 
What three financial statements are prepared for a partnership at the end of a period? 


How does the balance sheet for a partnership differ from that for a sole proprietorship and 


corporation? 

What is the meaning of partnership liquidation? 

List several reasons why partners liquidate a partnership. 
What are the four steps required to liquidate a partnership? 


When selling partnership accounts receivable at a loss, what accounts are affected? 


How are the gains and losses from the sale of noncash assets distributed when a partnership 


ends? 


What happens to the partners’ capital accounts when noncash assets are sold at a loss? 
\t a gain? 


When dissolving a partnership, what is the final transaction? 
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o | 

Case Study... inter NET I 
CONNECTION | 

Partnership: Building and Design Financial Statements i 
Barnes Construction is a homebuilder that wants to for Partnerships | 


While the partnerships you 
studied in this chapter resulted 
from two or more individuals 


expand into commercial real estate. The company has 
a client who owns 10 acres of land on which she wants 


| 
to build an apartment complex. Barnes is looking for a combining resources and skills | 
partner to help design and build the apartments. to market products or services, i 
Slater Architectural Design is a firm of architects and partnerships are also possible — Î 
; : . between corporations. Competitors 
builders that has been looking for new projects. Barnes AT&T, Sprint, and MCI have found 
and Slater agree to form a partnership to design and it profitable to form partnerships 
build the apartments. The contract to build the apart- | and joint ventures with telecom- 
ments is for $10,400,000. Based on estimated costs, the municanon companies In Other 
countries to enhance their com- 
project should provide net profits of 18 percent. petitive advantage in the global 
marketplace. 
eee Critically: Do This: 
. If Barnes and Slater agree to share revenue and 1. Visit the Web sites for AT&T, 
expenses equally, how much profit will each Sprint, and MCI. 


partner earn? . List a pi or joint 
ae jrrlechltali ‘ ; venture that each company has 
2. To limit each partner’s liability to this project only, SERRE A as 


what information should be in the partnership munications company. 
agreement? 


Conducting an Audit with Alex 


Ann Martha, the accountant for the R&P 
partnership, made an entry in the partnership 
books after some of the noncash assets were sold 
_ atalossof $13,000. The remainder of the assets 
were sold at a gain of $4,000. 

The capital balances before the distribution 
of gains and losses were Roberts, $40,000 and 
Patrick, $30,000. Roberts and Patrick shared 
profits and losses based on: Roberts, 7; Patrick, 


Workplace Skills —_ 


Self-Esteem 

If you are an optimistic thinker and exhibit 
knowledge of your own skills and abilities, you 
display the elements of strong self-esteem. 


On the Job: 

Ten years ago you and your high school 
teammate opened a small sports and nutrition 
center. A large national sports center complex has | 
opened in a nearby shopping mall, and your 
business has dropped significantly. You and your 
partner have decided to close the center and 
liquidate the assets. 


4, Martha made the following entry to dis- 
tribute the balance of cash after all the debts 
were paid. 


Roberts, Capital $ 34,000 
Patrick, Capital $ 27,000 
Total $ 61,000 


Thinking Critically: 

1. Make a list of all the pros and cons of 
liquidating a business. 

2. Make a list of the tasks necessary to complete 
the liquidation. Prioritize the items on the list. 


Instructions Review Martha’s calculations. If 
incorrect, re-compute the distribution of cash. 
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Setting Up the General Ledger 


Making the Transition from a Manual to a Computerized System 


In a Computerized System 


1. Create a chart of accounts, selecting 
from predefined charts offered, or by 






In a Manual System 














Setting up general ledger | 1. Using accounting stationery, open a 
accounts with balances general ledger account for accounts 
based on the expected transactions entering select accounts based on 
of the business. the expected transactions for the 
2. Record the balance of each account. business. 
Ideally, end-of-period balances 2. Enter the beginning balance for each 
should be used, therefore ensuring account. 
the accounting records were in 


balance when transferred. 








bl LB LAalbad lidi ili TI 


Setting up the General Ledger in PEACHTREE 





Peachtree Question Description 


How do I convert a manual . Create a general ledger account in Peachtree for each account in the 
accounting general ledger system manual system. From the Maintain menu, select Chart of Accounts. 
into Peachtree? . Enter the account number, name, and account type for all accounts. 
3. Click the arrow for Beginning Balances. 

. Select the period from which the balance was taken. 

. Enter the beginning balance for each account. 

. Click OK when all balances have been entered and the Trial Balance 

Difference at the bottom of the screen is 0.00. 


What does the software do . Peachtree will not post the beginning balances to the general ledger 
“behind the scenes?” accounts until the trial balance is in balance. 
. Once the trial balance is in balance, Peachtree posts the amounts to 
the general ledger. 
3. Transactions for the current period can then be entered. 


For detailed instructions: See the Peachtree User Guide in your Glencoe Working Papers. 
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Complete chapter 
problems one of four 





ee ize: Problem 28-4 Preparing an Income Kas: 
‘PROBLE® Ctatement and Balance Sheet fora Nea Wording 
Partnership Papers in your 
—— Glencoe Workbook 
Joy Webster and Diana Ruiz have been in business since the beginning or 
of the year. Now at the end of the year, they would like to know how the Peachtree for 
partnership has done in its first year of operation. Joy and Diana stated in Zz Windows 
the partnership agreement that they will share profits equally. The net —— Software 
income for the year was $5,780. The January 1 capital balances for both or 
partners were $0. Joy invested $6,000 cash in the partnership throughout Glencoe 
the year, and withdrew $1,800. Diana invested $5,500 cash in the partner- 3 Integrated 
ship, and withdrew $1,200. racism ene 
i ” Software 
Instructions In your working papers, prepare the Division of Income (Refer to software 
section of the income statement and the Partners’ Equity section of the instructions) 


balance sheet for the partnership. (ReRiFiono) 


or 
Analyze: What are the ending balances in the partners’ capital accounts? Spreadsheet 
4 Templates 
—— (Problems 28-4, 
28-9) 


Problem 28-5 Liquidating the Partnership with 
Losses on the Sale of Noncash Assets 


Guice and Ward decide to end their 
partnership on September 21. They 
share profits and losses equally. The 
account balances of the partnership as of 
that date are listed below. 


\ 
2 


: ADSHEET 
{i SMART GUIDE 


Step-by-Step Instructions: 
Problem 28-4 





Cash $6,500 1. Select the spreadsheet 
È template for Problem 
Inventory 8,800 28-4. 
Equipment (book value) 2,700 2. Enter your name and 
the date in the spaces 
ome Payanle 4,000 srowidedionthe 
Guice, Capital 6,800 template. 
Ward, Capital 7,200 3. Complete the spread- 
sheet using the 
The inventory was sold for $5,000. The equipment was sold for $2,000. instructions in your 
All of the ac vil! ‘quia £ ; . working papers. 
of the accounts payable wil! be paid in full with the cash. 4. Printthe spreadsheet 
Instructions | a > ‘ and proof your work. 
struc © 3 Di your Working Papers, prepare the journal entries to 5: Save your workand cat 
record the liquidation of this partnership. Use general journal page 85. the spreadsheet program. 


Analyze: Before the final distribution to the partners, did the partners’ 
capital account balances increase or decrease as a result of the liquidation of 
the partnership? Why? 
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Step-by-Step Instructions: 


 PEACHTREE 





SMART GUIDE 


Problem 28-5 


5. 


6. 


J PEACHTREE 


. Select the problem set 


Problem 28-5. 


. Rename the company 
and set the system date. 
. Record the transactions 


to liquidate the partner- 
ship using the General 
Journal Entry option. 


. Print a General Journal 


report and proof your 
work. 

Answer the Analyze 
question. 

End the session. 





SMART GUIDE 
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Problem 28-6 Recording a Gain or Loss on the 
Sale of Noncash Assets by a Partnership 





Hudson and Franklin are in the process of liquidating their partnership. 
They share profits and losses in a 3:1 ratio. They have sold all of the 
partnership’s noncash assets. The transactions for the sales follow. 


Date Transactions 


May 29 | The equipment, with a book value of $14,500, was sold for 
DA a Se 
June 2 | The $7,800 in accounts receivable was sold to a finance broker 


for $6,900. 
The merchandise inventory, which cost $2,800 was sold 
for $1,900. 





Instructions In your working papers, record the journal entries for the 
sale of noncash assets. Use general journal page 120. 


Analyze: Why must these losses be distributed to the partners’ capital 
accounts before any cash is paid out to the partners? 


Step-by-Step Instructions: 
Problem 28-6 


_ 


. Select the problem set 


Problem 28-6. 


. Rename the company 
and set the system date. 
. Record the transactions 


to liquidate the partner- 
ship using the General 
Journal Entry option. 


. Print a General Journal 


report and proof your 
work. 


. Answer the Analyze 


question. 


. End the session. 
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Problem 28-7 Preparing a Statement of Changes 
in Partners’ Equity 





On January 1 Carol Farmer 
and Jim Romans formed a 
partnership called Research 
Consultants. Each partner 
invested $50,000 in cash on 
that date. The partnership 
agreement stated that the net 






income or loss would be shared [2 


er 


fete 
vi 


equally. È = 
During the year Farmer = 
invested an additional $2,000 
and withdrew $7,500 for personal use. Romans invested an 

additional $1,500 and withdrew $8,500. Net income for the first 


year was $33,176. 


Instructions In your working papers, prepare a statement of 
changes in partners’ equity for the year ended December 31. 


Analyze: What was the balance in Farmer’s capital account after earnings 





were distributed? 


Problems 








Problem 28-8 Liquidating the Partnership 


On October 15 Martinez and Royka decide to end their partnership. 
Their assets consist of $10,000 in cash and inventory that cost $105,000 and 
was sold for $95,000. Their only liability is a note payable for $10,000 that 
will be paid in full. Their capital balances are Martinez, $60,000 and Royka, 
$45,000. They share profits and losses equally. 


Instructions In your working papers, prepare the journal entries to 
record the liquidation of the partnership. 


Analyze: If the inventory was sold for $80,000, how much cash would 
each partner receive at the final dissolution of the partnership? 


“Breadeest Problem 28-9 Completing 


ROBLEM 





End-of-Period Activities for 
a Partnership 


Richard Smooth and Carrie 
Overhill are partners in the 
firm of R&C Roofing. They 
agreed to divide net income or 
loss on the following basis: 
Smooth, %; Overhill, 4. 

The completed work sheet 
for R&C Roofing for the year 
ended December 31 appears in 
your working papers. 
Instructions In your working papers: 

(1) Prepare an income statement for the partnership. 
(2) Prepare a statement of changes in partners’ equity. 
(3) Prepare a balance sheet. 
(4) Journalize the adjusting and closing entries, beginning 
on page 27 of the general journal. 
Analyze: If Smooth or Overhill had not taken the with- 
drawals, what would the total equity balance have been at year end? 
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JT PEACHTREE 


SMART GUIDE 





Step-by-Step Instructions: 
Problem 28-8 


1. 


2. 


Select the problem set 
Problem 28-8. 
Rename the company 
and set the system date. 


. Record the transactions 


to liquidate the 
partnership using the 
General Journal Entry 
option. 


. Print a General Journal 


report and proof your 
work. 


. Answer the Analyze 


question. 


. End the session. 


cei 





__SOSTEAI 
SMART GUIDE 
Step-by-Step Instructions: 


Problem 28-9 
1. 


Select the spreadsheet 
template for Problem 
28-9. 


. Enter your name and 


the date in the spaces 
provided on the 
template. 


. Complete the spread- 


sheet using the 
instructions in your 
working papers. 


. Print the spreadsheet 


and proof your work. 


. Save your work and exit 


the spreadsheet program. 





















What You'll Learn 


How to analyze 


business transactions. 


How to journalize 
business transactions 


in the general journal. 


How to post journal 
entries to the general 
ledger accounts. 
How to prepare a 
trial balance and 

a work sheet. 

How to prepare 
financial statements. 
How to journalize 
and post the 

closing entries. 

How to prepare a 
post-closing trial 
balance. 


Why It's Important 


In Chapters 27 and 


28, you learned how 

to account for partner- 
ship equity, divide 
income and loss among 
partners, and how to 
prepare financial state- 
ments for a partnership. 
Now you will have the 
opportunity to review 
and apply what you 


have learned by working 


through the accounting 
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cycle for Fine Finishes. 
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i Completing the Accounting 
Cycle for a Partnership 


Fine Finishes 


Company Background: Fine Finishes 
is an interior and exterior painting compa- 
ny organized as a partnership. The part- 
ners are Laura Andersen, Sean Woo, and 
David Ingram. The business earns revenue 
from consultation and painting fees. The 
partnership divides income and losses as 
follows: Laura and Sean each receive 33 


percent, and David receives 34 percent. 


Your Job Responsibilities: As the 


6 











accountant for Fine Finishes, use the accounting stationery in your working 


papers to complete the following activities. 


(1) 


(2) 
(3) 


(4) 


(5) 
(6) 
(7) 
(3) 
(9) 
(10) 


Open a general ledger account for each account in the chart 

of accounts. 

Analyze each business transaction. 

Enter each business transaction in the general journal. Begin 

on journal page 1. 

Post each journal entry to the appropriate accounts in the general 
ledger. 

Prepare a trial balance and then complete the work sheet. 

Prepare an income statement. 

Prepare a statement of partners’ equity. 








Prepare a balance sheet. 
Journalize and post the closing entries. 


Prepare a post-closing trial balance. 


Fine Finishes 





APPLICATION OPTIONS 





Complete activities 
one of three ways: 


Manual Glencoe 
Working Papers 









CHART OF ACCOUNTS 
Fine Finishes 





ASSETS PARTNERS’ EQUITY 
101 Cash in Bank 301 Laura Andersen, Capital or 
105 Accts. Rec.—Mountain View City 302 Laura Andersen, Withdrawals Peachiree for 










School District 


303 David Ingram, Capital 


N 





Windows Software 












120 Computer Equipment 304 David Ingram, Withdrawals 
130 Office Supplies 305 Sean Woo, Capital 
135 Office Equipment 306 Sean Woo, Withdrawals or 
140. Painting Supplies 310 Income Summary Glencoe 
145 Painting Equipment REVENUE 3 atea 
LIABILITIES sir —— Accounting 
401 Painting Fees Software (See User’s 


205 Accts. Pay.—Custom Color 405 Consultation Fees 
210 Accts. Pay.—J & J Hardware and EXPENSES 
Lumber 
215 Accts. Pay.—Paint Palace 505 Advertising Expense 
510 Miscellaneous Expense 
515 Rent Expense 
520 Utilities Expense 


Guide for alternate 
Mini Practice Set 6A) 













Business Transactions: Fine Finishes began business operations on 


February 1 of this year. During the month of February, the business com- 
pleted the transactions that follow. 


Transactions 





Laura Andersen, David Ingram, and Sean Woo agreed to form a 
partnership and invest the following assets, Memorandum 1: 








Contributed Assets Andersen Ingram Woo 









Cash $1,500 $1,000 $1,200 









Computer Equipment = 2,800 a 







Office Equipment E —= 


Painting Supplies 






Painting Equipment 1,675 










Total assets invested $3,125 $3,800 $3,100 























Signed a one-year rental agreement for a garage at $750 per month. A 
deposit of one month’s rent plus the first month's rent was paid, 
Check 1101. 
Put an ad in the Call an Expert section of the newspaper for $25, 
Check 1102. 





Continued È 
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a 


UT PEACHTREE 





SMART GUIDE 


Step-by-Step Instructions: 
1. 


11. 


12. 
TIP: 


Select the problem set 
for Fine Finishes 
(MP-6). 


. Rename the company 


and set the system 
date. 


. Record all of the 


business transactions 
using the General 
Journal Entry option. 


. Print a General Journal 


report and proof your 
work. 


. Print a General Ledger 


report. 


. Print a General Ledger 


Trial Balance. 

Print an Income state- 
ment and a Balance 
Sheet. 


. Manually prepare a 


Statement of Partners’ 
Equity. 


. Close the fiscal year. 


Print a Post-Closing Trial 
Balance. 

Answer the Analyze 
questions. 

End the session. 


You should backup 


your Peachtree files before 
you perform the year-end 
closing. 
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Transactions (cont.) 








Paid deposit of $100 to utility company to start electric service, 
Check 1104. 


Paid telephone company $175 to begin phone service and run 
dedicated line for computer, Check 1105. 


Awarded a contract to paint a kitchen and family room for the 
McGuires. Collected $250 deposit, Receipt 1. 


Bought paint and border stencils from Custom Color for $200 on 
account, Invoice 742. 


Issued check 1103 for $55 for a business license to operate in the city 
of Mountain View, Colorado (Miscellaneous Expense). 


Purchased $115 in office supplies, Check 1106. 


Finished painting the kitchen and family room for the McGuires. 
Collected final payment of $450, Receipt 2. 


Joined Mountain View Chamber of Commerce by purchasing 
membership of $45 (Miscellaneous Expense), Check 1107. 


Bought painting equipment on account for $375 from Paint Palace, 
Invoice 1162. 


Received $60 for color and painting consultation, Receipt 3. 


Finished painting the cafeteria at the elementary school. Issued 
Invoice 101 to Mountain View City School District for $835. 


Sent Check 1108 for $200 to Custom Color on account. 


Andersen, Ingram, and Woo each made a withdrawal of $650 for 
personal use, Checks 1109, 1110, and 1111 respectively. 


Awarded a contract to paint exterior of the Wicker and Hartel law 
office building. Received deposit of $1,000, Receipt 4. 


Spent $135 for new paint brushes (Painting Supplies), Check 1112. 

Bought paint from Custom Color for $395 on account, Invoice 750. 
Received and paid Invoice 303 from Mountain View Realtors for ad 
in real estate brochure for $77, Check 1113. 


Received $125 tor painting consultation, Receipt 5. 


Wrote Check 1114 for $85 to repair computer printer (Miscellaneous 
Expense). 

Paid Paint Palace $375 on account, Check 1115. 

Finished painting the Wicker and Hartel law office building. 
Collected tinal payment of $2,000, Receipt 6. 

Bought $90 of lumber (Painting Supplies) on account from J & J 


Hardware and Lumber, Invoice 207. 
Continued 











Date Transactions (cont.) 





Received $575 for painting and making minor repairs to a garage, 


Receipt 7. 
Andersen, Ingram, and Woo each made a withdrawal of $650 for 
personal use, Checks 1116, 1117, and 1118 respectively. 


A e ee ee er eye 








Analyze: 

1. What is the balance in the Laura Andersen, Capital account after the closing 
entries have been posted? 

2. What is the balance in the David Ingram, Capital account after the closing 
entries have been posted? 

3. What is the balance in the Sean Woo, Capital account after the closing 
entries have been posted? 

4. What is the net income for the partnership for the month ended 
February 28, 20--? 
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What You'll Learn 


The purpose of the 
combination Journal. 


* How to record business 
transactions ina 
multicolumn journal. 

* Howto post from the 
combination journal. 

* Howto total, prove, and 
rule the combination 
journal. 


Why It's Important 


The combination journal 
is used primarily by small 
businesses and profes- 
sional businesses (doctors, 
dentists, lawyers, etc.) 
which usually have one ac- 
counting clerk who records 
repetitious transactions. 
The accounting concepts, 
procedures, and applica- 
tions associated with a 
combination journal can 
easily be adapted to a 
computerized accounting 
system. 


| «ev IONI 


combination journal 











DATE ACCOUNT NAME NO REF 


ho 


Pha 


Recording Transactions in 
the Combination Journal 


In earlier chapters you learned that businesses that have a large vol- 
ume of financial transactions use special journals to record those trans- 
actions. Special journals, you'll remember, are designed for recording a 
“special” kind of business transaction. 

Although special journals are ideally used in large businesses, they 
are not very practical for small service and retail businesses with few em- 
ployees. Such businesses usually have only one accounting clerk. It is im- 
practical for one clerk to record transactions in five different journals. At 
the same time, using only a general journal is very time consuming. For 
many small businesses, one journal is used—a combination journal. 


The Combination Journal 
As its name implies, a combination journal is a multicolumn jour- 


nal that combines the features of the general journal and the special 
journals into one book of original entry. Like the special journals, the 
combination journal has special amount columns that are used to record 
transactions that occur frequently. In addition, the combination journal 
has General Debit and Credit columns in which to record transactions for 
which there are no special amount columns. Therefore, all the trans- 
actions of a business can be recorded in a single, multicolumn journal. 

A business designs its combination journal to fit its own special needs. 
The number of columns, the selection of the special columns, and the 
arrangement of the columns will depend upon the type of business and 
the transactions that take place. Most businesses, however, use combi- 
nation journals with between 10 and 13 columns. 

The arrangement of the columns varies from one business to another. 
The columns should be arranged to make recording and posting easy and 
accurate. For example, look at On Your Mark Athletic Wear’s combination 
journal in Figure 1. The Date, Account Name, Document Number, and 
posting Reference columns are located at the far left. These columns are 
followed by the General Debit and Credit columns. 


COMBINATION 
DOC. POST GENERAL ACCOUNTS RECEIVABLE 
DEBIT CREDIT DEBIT CREDIT 


Figure 1 The Combination Journal 


774 Appendix A Recording Transactions in the Combination Journal 


The General columns are followed by the special amount columns for 
Accounts Receivable, Sales, Sales Tax Payable, Accounts Payable, Purchases, 
and Cash in Bank. 

Notice that the line numbers appear to the left and right sides of each 
page of the journal. These line numbers help the accounting clerk avoid 
writing amounts on the wrong lines. 


Using the Combination Journal 


A properly designed combination journal can be used efficiently for 
recording every possible business transaction. 


e Receipts of cash are recorded in the Cash in Bank Debit column. 

e Cash payments are entered in the Cash in Bank Credit column. 

e The purchase of merchandise, for cash or on account, is recorded in the 
Purchases Debit column. 

e Transactions affecting creditor accounts are written in the Accounts 
Payable Debit and Credit columns. 

e The sale of merchandise is recorded in the Sales Credit and Sales Tax 
Payable Credit columns. 

e Transactions affecting charge customer accounts are entered in the 
Accounts Receivable Debit and Credit columns. 

e General ledger accounts for which there are no special columns are 
recorded in the General Debit and Credit columns. Adjusting and 
closing entries, for example, would be recorded in the General Debit 
and Credit columns. 


On Your Mark Athletic Wear’s business transactions for the month of 
June are recorded in the combination journal shown in Figure 2. 


Proving and Posting the Journal 


Like special journals, an important feature of the combination journal 
is that it saves time in both recording and posting transactions. The amounts 
entered in the General columns are posted on a daily basis to the appropri- 
ate general ledger accounts. Amounts entered in the Accounts Receivable 
and Accounts Payable columns are also posted on a daily basis to the ap- 
propriate charge customer or creditor accounts in the accounts receivable 
and accounts payable subsidiary ledgers. At the end of the month, the com- 
bination journal is footed, proved, totaled, and ruled. Totals of the special 
amount columns of the combination journal are then posted to the gen- 
eral ledger accounts named in the column headings. Figure 2 shows how the 
combination journal will look at the end of the month after all postings 
have been made. 


JOURNAL PAGE 
SALES Sarid ACCOUNTS PAYABLE PURCHASES CASH IN BANK 
CREDIT CREDIT DEBIT CREDIT DEBIT DEBIT CREDIT 





Ma Como 









Recording Transactions 
When recording 

transactions, use 

the line numbers 

as a guide to avoid 

writing amounts on 

the wrong line. 


__ Key Points 


Recording Transactions 
The General col- 
umns are used to re- 


cord any amount for 


which no special col- 
umns are provided. 
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Figure 
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16 
18 


26 


2? 


ACCOUNT NAME 


Cash Sales 

Sales Discounts 

Casey Klein 

Tumumy’s Fitness Club 
Office Equipment 
Geary Office Supply 
Sales Returns and Allowances 
Sales Tax Payable 
Lara Young 

Gabriel Ramos 

Shashi Rahim 
Computer Solutions 
Supplies 

Geary Office Supplies 
FastLane Athletics 
Purchases Discounts 
Utilities Expense 
Purchases 

Salaries Expense 
Social Security Tax Pavabl 
Medicare Tax Payabl 


Employees’ Federal Income Tax Payable 


Employees’ State Income Tax Payable 
Payroll Tax Expense 

Social Security Tax Payable 
Medicare Tax Payable 

Federal Unemployment Tax Payable 
State Unemployment Tax Payable 
Supplies 

Champion Store Supply 

Purchases Returns and Allowances 
Supplies 

Purchases 

Totals 


DO( 
NO 
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COMBINATION 
GENERAL ACCOUNTS RECEIVABLE 
DEBIT CREDIT aoe CREDIT 
Pr 
8 00 | | 
| | 42400 
ALI | 53000 | 
65000 | | 
9000 | | 
540 | 
| | 9540 
aan | 8000 | 
| | 80.00 
DA 
10000 | 
| 
| 6 00 
117500 
320000 | 
19840 
4640. | 
48000 | 
| i 7040 
456,00 | | 
| 19840 | 
| 4640 
2560 | 
| | 18560 | 
500,00 | 
| 9000 | | 
12500. | | 
| lilZd00 | 
7 7 7 Te Too. 59 94 
5 30940 147220 610100___\S9940_ 
(V) (d) (1.15) (|1}1.5]) 








Post each amount in the 
General, Accounts Payable, 

and Accounts Receivable 
columns to the general ledger. 
The account number recorded 

in the Post Ref. column indicates 
that posting has been completed. 





JOURNAL 


SALES 
CREDIT 


125000 


50000 





Post the column totals for Sales, 
Sales Tax Payable, Purchases, and 
Cash in Bank to the general ledger. 
Account numbers in parentheses 
indicate that posting has been 
completed. 


Figure 2. Recording Transactions in a Combination Journal (Cont.) 


Appendix A Recording Transactions in the Combination Journal 


PAGE 7 
SALES TAX ACCOUNTS PAYABLE BUReHASeS CASH IN BANK 
CREDIT DEBIT CREDIT DEBIT DEBIT CREDIT 
7500 a [| | 132500 
| 41600 
3000 
65000 
420000. 420000 
[| 10000 
20000 
| 19400 
17500 
30000 30000 
240480 


SS 





















Nga) OE Hab 





Problem A-1 Analyzing Transactions for 
Combination Journal Entries 


John Dunn owns The Country Store, a small retail store. He uses a 
combination journal with the following columns. 


General Debit Accounts Payable Debit 
General Credit Accounts Payable Credit 
Accounts Receivable Debit Purchases Debit 
Accounts Receivable Credit Cash in Bank Debit 
Sales Credit Cash in Bank Credit 


Sales Tax Payable Credit 


Instructions Use the form provided in your working papers. For each 
of the following selected transactions, indicate in which column(s) of the 
combination journal the debit and credit parts of the entry would be 
recorded. The first transaction has been completed as an example. 








. Accounts Sales T Accounts Cash 

General |Receivable | sales | 98105 Tax Payable | Purchases | in Bank 
Date! Trans. Cy Payable |—— Dr 

Dr. | Cr | Dr. | Ce 3 Cr. Dr. | Cr. 3 





Dec. 1| Debit J 





























| Credit 


[_ 





Transactions 
Purchased a microcomputer on account from King's 
Computer Outlet. 
John Dunn withdrew cash for personal use. 
Sold merchandise on account to Bernard Peterson, plus 
sales tax. 
Issued Credit memo 14 to Tom Tray, a charge customer, for the 
return of merchandise sold on account plus sales tax. 
Issued Debit Memo 20 to Cory distributors for the return of 
merchandise purchased from them on account. 
Received a check from Bernard Peterson in full payment of his 
account. 
Issued a check to Cory Distributors in payment of our account 
less the purchases return and less a purchases discount. 
John Dunn invested a calculator in the business. 
Issued a check for the monthly payroll less deductions for FICA. 
Recorded the employer's payroll tax liabilities for FICA taxes, 
federal unemployment tax, and state unemployment tax. 


Recorded cash sales plus sales tax. 
Recorded the adjusting entry for the office supplies consumed 


during the period. 
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Problem A-2 Recording Transactions/Totaling, 
Proving, and Ruling the Combination Journal 
Craig Glasser is a physician who operates a family medical practice, 
Glasser Family Medical Center. He uses the combination journal found in 
your working papers. 
Instructions 
(1) Record the following transactions on page 17 of the combination 


journal. 
(2) Total, prove, and rule the combination journal. 


Date Transactions 


Received $2,100 in medical fees from patients, Receipt 90. 
Issued Check 414 for the cash purchase of $120 of office 
supplies. 

Purchased medical supplies on account from Wharton 
laboratories, Invoice 14006 for $1,950, terms n/60. 

Craig Glasser invested medical equipment valued at $750 in 
the medical practice, Memorandum 30. 

Billed a patient, Daniel O’Connell, $150 for his annual 
physical, Statement 40. 

Completed lab services for Carl Fisher and billed him $160, 
Statement 41. 

Purchased a new examination table (medical equipment) on 
account from Medical Suppliers, Invoice L163 for $1,452.50, 
terms n/45. 

Billed Patricia Vallano $300 for medical services, Statement 42. 
Issued Check 415 for $2,004.81 for the monthly salaries 
expense of $2,500.00 less deductions: social security tax, 
$155.00; medicare tax, $36.25; employees’ federal income 
taxes, $209.00; employees’ state income taxes, $94.94. 
Recorded the employer’s payroll tax liabilities: social security 
tax, $155; medicare tax, $36.25; federal unemployment taxes, 
$20; state unemployment taxes, $145; payroll register. 

Issued Debit memo 16 to Wharton Laboratories for $200 for 
the return of medical supplies purchased on account. 

Paid the telephone bill, Check 416 for $110. 

A check for $110 was received from John Marshall to apply on 
his account, Receipt 91. 


Continued é 
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Date Iransactions 








25 Craig Glasser withdrew $1,250 cash from the business, 






Check 417. 

28 Received $75 from Daniel O'Connell to apply on his account, 
Receipt 92. 

31 Sent Statement 43 for $95 to Donna Gordon for lab services 





completed on account. 
31 Issued Check 418 for the November rent of $900. 















Problem A-3 Recording Transactions, Totaling, 
Proving, and Ruling the Combination Journal 


Sunset Surfwear is a small merchandise business specializing in a variety 
of surfwear items. Sunset Surfwear uses a combination journal with these 
amount columns. 


General Debit 

General Credit 

Accounts Receivable Debit 
Accounts Receivabie Credit 
Sales Credit 

Sales Tax Payable Credit 


Accounts Payable Debit 
Accounts Payable Credit 
Purchases Debit 

Cash in Bank Debit 
Cash in Bank Credit 


Instructions In your working papers: 
(1) Record the following transactions on page 12 of the combination 
journal. 
(2) Total, prove, and rule the combination journal. 





Date Iransactions 


Dec. 1 Issued Check 151 for $700 to Pine Valley Realty for the 
monthly rent. 





2 Received a check for $204.82 from Martha Adams in payment 
of her account of $209 less a discount of $4.18, Receipt 303. 

9 Purchased $400 of merchandise on account from Kelley 
Apparel, Invoice 479 dated December 2, terms 2/10, n/30. 

4 Issued Check 152 for $75 to The Knight Crier for 
advertisements. 

5 Issued Check 153 for $230.30 to Neilson Store Equipment in 


payment of their invoice for $235. 
6 Sent Credit memo 35 to Alex Hamilton for damaged 
merchandise returned, $50 plus $2.25 sales tax. 
Sold merchandise on account to Nate Moulder, $100 plus sales 
tax of $4.50, Sales Slip 205. 


oo 


Continued 








Problems 


Problem A-4 Recording Adjusting and Closing 
Entries in a Combination Journal 






APPENDIX A PROBLEMS È 


Transactions (Cont.) 


Discovered that $95 received on account from Helen Jan on 
November 16 had been journalized and posted to Harriett 
Junell’s account, Memorandum 16. 

Recorded the monthly salaries of $2,100 less deductions: social 
security tax, $130.20; medicare tax, $30.45; employees’ federal 
income taxes, $326; and employees’ state income taxes, 
$48.09; Check 154 for $1,565.26. 

Recorded the employer’s payroll tax liabilities: social security 
tax, $130.20; medicare tax, $30.45; federal unemployment 
tax, $16.80; state unemployment tax, $121.80; payroll register. 
Sent Check 155 for $392 to Kelley Apparel in payment of 
Invoice 479 less a discount of $8. 

Received $150 from Martha Adams to apply on her account, 
Receipt 304. 

Issued Debit Memorandum 20 to Waverunner Designs for $25 
for the return of merchandise purchased on account. 

Sold $200 in merchandise on account to Westwood High 
School Athletics plus sales tax of $9, Sales Slip 206. 

Purchased $300 of merchandise on account from Capital 
Accessories, Invoice 601. 

Purchased store equipment on account from Neilson Store 
Equipment, $200, Invoice 609. 

Paid a $150 electric bill for the month by issuing Check 156 to 
Dukane Power Company. 

Recorded cash sales of $3,000, plus $135 sales taxes, Tape 52. 






























A partial work sheet for December 31 for In Beat CD Shop is shown in 
your working papers. 


Instructions 
(1) Record the adjusting entries in the combination journal. Then total, 
prove, and rule the General columns of the journal. 
(2) Record the closing entries in the combination journal. Then total, 
prove, and rule the General columns of the journal. 
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The Accrual Basis 
of Accounting 





Some small businesses keep their financial records on a cash basis. The 


What You'll Learn 


g recognizes and records revenues when Cash is 
* The difference between received and expenses only when cash is paid out. Often, however, cash is 








| a cash and accrual basis received and payments are made in an accounting period other than the 
| of accounting. period in which the original transaction took place. For example, a land- 
| * In what instances scaping service performs work for a client in December, but the customer 
| accruals are needed. may not be required to pay until January of the next year. However, if the 

| * In what instances revenue is not recorded for the service performed in December, the finan- 


deferrals are needed. 


ae cial statements may not present fairly the business earnings for the year 
* Howto record adjusting 


just ended. To overcome this, the accounting profession requires that most 





ntries. 
i t d | businesses use what is called the accrual basis of accounting . In accrual 
* How to record accrua . 
ie accounting, revenues are recognized and recorded when earned, and 
entries. 


expenses are recognized and recorded when they are actually incurred. The 
Why It's Important system for accrual accounting focuses on when earned and incurred rather 
than on when collected and paid. 





Most businesses use the 


accrual basis of accounting, Accruals and Deferrals 


recognizing revenue when 


earned and expenses The accrual basis of accounting requires that accountants recognize 
incurred. revenue when the business makes a sale or performs a service, regardless 
| of when the company receives the cash. Expenses are recognized as in- 
| | KEY ioe curred, whether or not the business has paid out the cash. To accrue rev- 








a he as : enue means to record an amount in anticipation of future receipts and 
cash basis of accounting 


accrual basis of to accrue an expense means to record an amount in anticipation of a 


accounting future payment. Accrual accounting involves two types of revenues and 
| accruals expenses: accruals and deferrals. 
| | deferrals { 
| accrued revenue Accrua s 
accrued expense Accruals relate to transactions which have not vet been recorded in the 
unearned revenue accounts. The word “accrue” means to accumulate or amass. Accruals for 


prepaid expense unrecorded revenues and expenses are required when: 





1. A revenue has been earned but not yet received. For example, interest 
earned on a note receivable in one accounting period but not 
collected until the next accounting period. 


N 


. An expense has been incurred but not vet paid. For example, you may 
earn wages from April 27 to April 30, but your employer may not 
pay your check to you until May S. 


Accruals are revenues or expenses that are gradually earned or incurred 
over time. In order to report a company's financial position fairly, accru- 
als should be recognized in the accounting period in which they belong. 
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Deferrals 


Deferrals are for transactions that have been recorded in the accounts. 
The word “defer” means to wait or delay. Deferrals are for receipts that are 
not earned and for payments that are not expenses. 


1. Cash may have been received but not yet earned. For example, rent received a 
; i 7 meses log pai Ge gis 
in advance when some of the rental time is in one accounting period Res a 
and the balance is in the next accounting period. Acenial Basis of 

2. Cash may have been paid but the expenses not incurred. For example, when Accounting 
premiums on insurance are paid covering part of one accounting period With the accrual 
and the balance covers the next accounting period. basis of accounting 


Adjusting entries are required to: (1) recognize unrecorded accrued rev- revenue is recorded 


enues and expenses or (2) allocate recorded deferred revenues and expenses when it is earned, and 


to the appropriate accounting period. expenses are recorded 
when they are incurred. 


Accrued Revenue 


Accrued revenue is revenue that has been earned but not received or 


recorded. Examples of unrecorded accrued revenues include unpaid fees for 
services completed and rent earned but not yet received. The accrued revenue 
example that follows is for unpaid interest earned on a note receivable. 














Business Transaction 





On December S, the Rapid Growth Co. accepted a $5,000, 90-day, 9% note receivable from a charge 
customer, Janie Pippa. Pippa issued the note as an extension on her charge account. Rapid Growth Co. recorded 
the transaction as a debit of $5,000 to Notes Receivable and a credit of $5,000 to Accounts Receivable and 
Janie Pippa’s account in the subsidiary ledger. On December 31, 26 days of interest had been earned (accrued) 
on the note receivable: $5,000 * .09 * 26/365 = $32.05. An adjusting entry is required on December 31 to 
record the amount of interest income earned from December $ to the year ending December 31. 


NI 


ANALYSIS Identify 1. For the adjusting entry, the accounts Interest Receivable and Interest 
Income are affected. 
Classify 2. Interest Income is a revenue account. Interest Receivable is an asset 
account. 
af 3. Interest Income is increased and Interest Receivable is increased. 








DEBIT-CREDIT RULE 4. Increase to assets are recorded as debits. Debit Interest Receivable 
for $32.05. 
5. Increases to revenues are recorded as credits. Credit Interest Income 


for $32.05. 
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JOURNAL ENTRY 


Key Points 


Adjusting Entries 
Adjusting entries 
must be recorded 
when (1) there are 
unrecorded revenues 
and expenses at the 


end of the accounting 


period, and (2) there 
are recorded revenues 
and expenses that 
must be allocated over 
two or more account- 
ing periods. 
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6. Interest Receivable Interest Income 





Debit Credit Debit Credit 
- + “ + 
Adj. 32.05 Adj. 32.05 





7. 
GENERAL JOURNAL page 18 
DATE DESCRIPTION (n DEBIT CREDIT 
120-- Adjusting Entries | 1 
2 Dec. 31 Interest Receivable 3.2|05 |_| 2 
3 Interest Income | |3:2/05|| 3 
4 | 4 











On March 5, Rapid received a check for Janie Pippa for $5,110.96, the ma- 
turity value of the note ($5,000.00 principle + $110.96 interest). Of the total 
interest, $32.05 had been earned and recorded in the previous accounting 
period. The remaining $78.91 should be recorded as income earned in the 
current fiscal year. 

In the entry for the receipt of Janie’s payment, Cash in Bank is debited 
for $5,110.96, the total amount of cash received. Notes Receivable is cred- 
ited for $5,000.00. Interest Receivable is credited for $32.05 since the 
amount owed has now been received. Interest Income is credited for $78.91, 
the amount of the interest earned that applies to the current accounting 
period. The entry for this transaction is shown below. 


GENERAL JOURNAL PAGE 24 
DATE DESCRIPTION oe DEBIT CREDIT 
1 20-- 1 
2 Mar. S Cash in Bank 5|11110|96 2 
3 Notes Receivable 5|0:0|10| 00 3 
4 Interest Receivable 3/2|05|| 4 
5 Interest Income 7|/8|91|| 5 
6 Receipt 416 6 


Accrued Expenses 


Most expenses are recorded when they are paid, or a liability is incurred. 
There are, however, some business expenses that have not been paid—but 
accrue daily—and are not recorded until an adjusting entry is made at the 
end of the fiscal period. Some examples of these accrued expenses are 
salaries or wages earned by working employees but not yet paid to them, 
interest accrued on unpaid notes payable, and property taxes owed but not 
yet paid. 


Ihe Accrual Basis of Accounting 


To acquire cash with which to provide services, communities impose a 
tax on real property. Property taxes are usually paid twice a year, with each 
payment covering a six-month period or one-half the annual tax. 

Underwood Merchandisers operates in the building on the land they 
own. The value of the real property is $300,000. The total annual property 
taxes are $7,800. Underwood is located in a state where property taxes must 
be paid in May and November. The May payment covers the first six months 
of the calendar year, and the November payment covers the last six months 
of the calendar year. 

Underwood's fiscal period ends on April 30. As a result, at the end of its 
fiscal period, Underwood owes property taxes of $2,600 ($7,800 x 4/12 or 
$3,900 x 4/6) for the months of January, February, March and April. These 
taxes, however, are not due to be paid until May. 





amount of property tax for the period. 


On April 30, Underwood makes the following adjustment to the accounting records to reflect the correct 


Property Tax Payable 





T ACCOUNTS Property Tax Expense 
Debit Credit 
+ a 
Bal. 5,850 
Adj. 2,600 


JOURNAL ENTRY 


DATE DESCRIPTION pirat 


1 20-- Adjusting Entries 
2 Apr. 30 Property Tax Expense 
9 Property Tax Payable 


4 





SS SS 


GENERAL JOURNAL 











On May 15, Underwood wrote a check for the semiannual property tax 
payment of $3,900. Of this amount, $2,600 is an expense charged to the 
prior fiscal period and $1,300 is an expense charged to the current accounting 
period. The year-end balance of $8,450 ($5,850 +$2,600) has been closed. 
The entry in May to record this payment is shown in the general journal below. 


GENERAL JOURNAL PAGE 33 _ 


DATE DESCRIPTION POET: DEBIT CREDIT 
1, 20-- 1 
2, May. 15 Property Tax Expense 1300.00 2 
3 Property Tax Payable 2160000 3 
4 Cash in Bank 3900 00 4 
5 Check 401 5 
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Deferrals 


Sometimes a business receives cash or a receivable for revenue not yet 
been earned. Cash is also paid out for expenses before those expenses are 
actually incurred. So that a business can more fairly show its financial 
condition, unearned revenue and prepaid expenses must be deferred 
(postponed) and allocated to the proper fiscal periods. 


Unearned Revenue 


is revenue received before it is actually earned. Ex- 





amples include cash received in advance for rental properties, for season tick- 
ets to various events, for insurance premiums, and for work to be performed in 
the future. Because the business has an obligation to deliver the merchandise 
or pertorm the service for which it has already received payment, unearned 
revenue represents a current liability for the business. 


| Boyce Real Estate rents space in its building to a tax accountant. On November 1, the accountant paid 
| Boyce $1,200 in advance for rent covering the months of November through April. The entry to record this 
transaction is shown below. 




















T ACCOUNTS Cc ash i in Bank _Unearned Rental Income 


Debit Credit Debit Credit 
+ ~ _ n 
1,200 1,200 











JOURNAL ENTRY 





GENERAL JOURNAL PAGE__SS__ 
DATE DESCRIPTION Moni DEBIT CREDIT 
1, 20-- 1 
2 Nov. 1 Cash in Bank 120000 
| 
| 3 Unearned Rental Income 120000 


+ WwW NY 


4 Receipt 181 














As the business delivers the merchandise or performs the service, it earns 
a part of the advance payment. The earned portion must be transferred from 
the liability account to a revenue account through an adjusting entry made 
at the end of the period. 
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When Boyce’s fiscal period ends on December 31, the company will 
have earned rental income of $400 for two of the six months paid in ad- | 
vance ($1,200 x 1/3). The adjusting entry to record the rental income is Subhead goes here 
shown below. Revenue received 
in advance is usually 
recorded in a liability 


GENERAL JOURNAL PAGE 65 
== account. That account 
DATE DESCRIPTION REF DEBIT CREDIT must be adjusted at 
ed BS : the end of the fiscal 
2 Dec. 31 Unearned Rental Income 400 00 2 criari 
31 Rental Income 400 00 3 È ; Bnlé 
5 È amount of revenue 


earned during the 


period. 





Prepaid Expenses 
A prepaid expense is an expense paid in advance. Examples include 


the purchase of office supplies, premiums paid on insurance policies, rent 
paid in advance on the use of property or equipment, and bank discounts 
on non-interest-bearing notes payable. 

A prepaid expense is usually recorded initially in an asset account. The 
portion of the asset that is used up or consumed during the accounting 
period is an expense for that accounting period. The portion of the asset 
that is not used up is an asset that is deferred to the next accounting 
period. At the end of the accounting period, an adjusting entry is made to 
record the amount of the expense. 





Business Transaction 





The Bunnell Corporation records the purchase of office supplies in the Office Supplies account. At the end 
of the accounting period, the Office Supplies account had a balance of $2,570. On December 31, a physical 
inventory revealed that only $570 of office supplies were still on hand. By subtracting the ending supplies 
inventory from the balance of the Office Supplies account ($2,570 balance — $570 on hand = $2,000 used), 
the amount of office supplies used during the fiscal period is determined. The adjusting entry to record the office 
supplies expense is presented below. 


ALLEL SSR RNID PU a EN STR | 





T ACCOUNTS Office Supplies Expense Office Supplies 
Debit Credit Debit Credit 
+ 7 + _ 
2,000 2,000 


—r————————_—_—_—__——_——_—._PPm_ 


JOURNAL ENTRY 








GENERAL JOURNAL pace 68 


DATE DESCRIPTION De DEBIT CREDIT 


120-- Adjusting Entries 

2 Dec. 31 Office Supplies Expense 200000 

3 Office Supplies 2 00000 
4 
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Problem B-1 Identifying Accruals and Deferrals 


Instructions Use the form in your working papers that is similar to the 
one below. For each item listed below, indicate by placing a check mark in 
the correct column whether the item is a prepaid expense, unearned 
revenue, an accrued expense, or accrued revenue. The first item has been 


completed as an example. 


. Rent received in advance for a two year rental of a computer. 
. A two-year premium paid on a fire insurance policy. 

. Tuition collected in advance by a university. 

. Interest on an interest-bearing note payable due next year. 


l 
2 
3 
4 
5. Cash received for a three-year subscription to a magazine. 
6. Fees due for the completed designs for three of five buildings. 

7. Property taxes incurred for the last three months of the fiscal period. 

8. Salaries owed but not yet paid. 

9. Interest on an interest-bearing note receivable that matures in the next 

accounting period. 

10. Office supplies purchased. 
11. Cash received for season tickets for home football games. 


Prepaid | Unearned Accrued Accrued 
Expense Revenue Expense Revenue 











Problem B-2 Recording Adjusting Entries 
The Gore Paper Company uses the accrual basis of accounting. Its fiscal 
period ends on June 30. The following account balances appear in the 


company’s general ledger as of year-end. 


Cash in Bank $34,616 Office Supplies Expense $0 
Interest Receivable 0 Salaries Expense 75,000 
Office Supplies 8,335 Rental Income 0 
Salaries Payable 0 Interest Income 0 


Unearned Rental Income 1,000 


Problems 











Instructions Record the adjusting entries on general journal page 14 in 
your working papers. 

(1) The office supplies on hand as of June 30 are valued at $935. 

(2) Gore’s 5-day weekly payroll totals $1,500. Salaries have been earned but 


not yet paid or recorded, for June 28-30. 

(3) On June 30, 30 days of interest had accrued on an $8,000, 90-day, 9% 
note receivable from a charge customer. 

(4) Of the $1,000 recorded in the Unearned Rental Revenue account, $250 
had been earned as of June 30. 






Problem B-3 Recording Transactions 
for Notes Payable 


The Villareal Corporation uses the accrual basis of accounting. Its fiscal 
period ends on December 31. On November 15, the Villareal Corporation 
borrowed $9,500 from the Second National Bank by issuing a 120-day, 9.5% 
interest-bearing note payable. 


Instructions Record the following transactions on general journal 

page 41. 

(1) The issuance of the note payable (Note 7). 

(2) The adjusting entry to record the amount of accrued interest payable at 
year-end. 

(3) The payment of the note on the maturity date (Check 411). 





Problem B4 Recording Accrued Expenses 


The Cassenada’s Dance Company uses the accrual basis of accounting. 
Located in Seattle, Washington, the company’s fiscal year-end is July 31. 
Property taxes are paid in June and December. Total annual property taxes 
on the studio and parking lot are $12,000. 


Instructions 

(1) Record the payment made on June 30 for the first six month's property 
tax in the general journal, page 22. 

(2) Record the adjusting entry necessary at the fiscal year-end, July 31. 
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What You'll Learn 


¢ How income tax evolved 
in this country. 

e The need for a federal 
income tax. 

e The principle of volun- 
tary compliance. 

e The purpose of certain 
tax forms. 

* Howto prepare Form 
1040EZ. 


Why It's Important 


Every person should 
understand our income tax 
system and exercise 
voluntary compliance to 
assure needed revenue for 
federal departments and 
programs. Tax forms should 
be accurately prepared and 
filed on time. 


KY Doo 


voluntary compliance 
Form W-4 

Form 1099 

Form 1040EZ 
adjusted gross income 
taxable income 

e-file system 

TeleFile 








Federal Personal 
Income Tax 






In order to become an informed and contributing member of society, 
every individual should have a basic knowledge of our federal income 
tax system. For the system to work fairly and efficiently, everyone must 
pay their fair share in an accurate and timely manner. 


Creating the Federal Income Tax System 


When this country was founded in 1776, a federal personal income tax 
system did not exist. At that time, it was the responsibility of the indi- 
vidual state to tax its residents and raise revenue for needed expenditures. 
The first personal income tax was created in 1862 in an effort to finance 
the cost of the Civil War. A commission levied taxes on a small percent- 
age of people in order to generate needed revenue. However, this tax was 
abolished in 1872, soon after the war ended. A federal personal income tax 
was again proposed in 1895 but was declared unconstitutional. 

It was not until 1913 that Congress ratified the 16th Amendment to 
the Constitution that enabled the federal government to levy a tax on in- 
dividuals based on personal income. The income tax system was estab- 
lished under the principle of voluntary compliance . This means that 
all individual taxpayers are responsible for filing their tax return. All tax- 
payers must report their taxable income, accurately calculate the income 
tax owed, and file the necessary forms on time. 

The Internal Revenue Service (IRS), which is an agency of the Depart- 
ment of the Treasury, also has responsibilities under our present tax system. 
The IRS must administer the tax laws fairly and process tax returns in an 


efficient manner 


Tax Forms and Procedures 


For the federal tax system to run efficiently, procedures and laws must 
be followed and certain tax forms must be prepared and filed by all in- 
come earning individuals. For personal income tax, the earning period is 
from January 1 through December 31 of each year. Every individual has 
from January 1 until April 15 of the next year to file a tax return and pay 
the government all taxes owed for the previous year. 

For most taxpayers, the most common and largest form of income is 
the gross earnings paid to them by employers. Other common forms of 
taxable income include interest earned on savings accounts and invest- 
ments, stock dividends, rental income, and profits from business opera- 
tions run as sole proprietorships or partnerships. 
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Federal Withholding Tax 

To ensure that taxpayers have sufficient funds to pay their taxes at the 
end of the year, a certain amount is withheld from each paycheck by the em- 
ployer. This system of “pay as you earn” was enacted during the early 1940s. 

Since the exact amount earned for the year will not be determined until 
the end of December, the amount of taxes withheld from each employee's 
paycheck is an estimate of the amount the employee will owe at the end of 
the year. As you learned in Chapter 12, each employee fills out a Form W-4 
when they begin work. This indicates to the employer how much to with- 
hold for federal income tax from each paycheck. For more information on 
completing Form W-4, refer back to Chapter 12, pages 293-294. 


Reporting Earned Income 


Individual taxpayers receive two common federal forms to report income 
for the year. The first is Form W-2. This form is prepared by employers and 
reports to employees and the federal government the total gross wages for the 
year and the amount withheld from employees’ wages to pay the federal in- 
come tax. This form is given to the employees in the month of January so 
the information is available for employees to complete their individual tax 
returns. To review the Form W-2, refer to Chapter 13, page 334. 


Reporting Interest Income 


The other common form used to report income is Form 1099 . This 
form reports interest earned in savings accounts and is prepared by banks 
or other institutions. Interest from all 1099 forms is added together and the 
total interest earned for the year is reported on your federal tax return. 


Preparing and Filing a 
Federal Income Tax Return 


Once the information on Forms W-2 and 1099 are received from em- 
ployers and banks, the most common tax return prepared by students is 
Form 1040EZ. 


Preparing From 1040EZ 
To file Form 1040EZ , the following requirements must be met: 


1. Taxable income from wages and tips must be less than $50,000. 
2. Interest income must be less than $400. 


A completed Form 1040EZ is presented in Figure 1. To complete this 
form, use the following steps: 


1. Enter your name, address, and social security number. 

2. Check the box on the next line if you want $3 to go to the Presidential 
Election Campaign Fund. 

3. Add the amount(s) in box 1 of your Form(s) W-2 and put that amount 
on line 1 of the form. This should be the total gross earnings from all of 
your jobs this year. 

4. Add the total interest received, as reported on Form(s) 1099, and enter 
the total amount of interest on line 2. 


Completing Your 
Tax Form 
You must receive 


all of your W-2 and 
1099 forms before you 
complete your tax 


return. 
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5. Add lines 1 and 2 and put the total on line 4. This is your adjusted gross 





income. Your € ted gross is your total income for the year. 

6. Since you are a student, you are probably claimed as a dependent by 
your parents or guardians. On line 5, check YES. 

7. Go to the worksheet for dependents on the back of the form and 
complete A. through G. Enter the amount from G on line 5 on the front 


of the form. 





2. This is the 
amount of your adjusted gross income that will be taxed this year. 


8. Subtract line 5 from line 4. This is your 


9. Add the amounts in box 2 of your Form(s) W-2 and enter the amount on 
line 7. This is the amount al/ready deducted from your wages to pay your 
federal tax liability. 

10. Enter the amount from line 7 on line 9. 

11. Take the amount entered on /ine 6, and look up the amount of your 
actual tax liability on the tax charts. Enter the tax owed on line 10. 

12. If line 9 is greater than line 10, then you have paid in more than you 
owe and are entitled to a refund. Enter the amount of the overpayment 
on line 11a. 

13. If line 10 is greater than line 9, then you still owe the federal 
government more money. Enter the amount you still owe on line 12. 


If additional money is owed, you must include a check for the entire 
amount when you file the tax return. When you have completed the return, 
you must sign the return; enter the date and your occupation on the desig- 
nated lines. 

Before your file your tax return, Form 1040EZ, make sure you do the 
following: 


1. Check all calculations. 


N 


. Attach Copy B (one copy) of each of your W-2’s, which are supplied to 
you by your employer(s). 
3. File the return by April 15. 


Using the IRS e-file System 


In order to process tax returns in a more efficient manner, the federal 
government now offers various electronic means for individuals to file their 
tax return. By filing electronically, the return is filed with less processing 
cost, errors are reduced, and your refund is sent much faster. Last year mil- 
lions of taxpayers filed their returns electronically, with the number of peo- 
ple using some form of electronic filing increasing each year. Someday all tax 
returns may be filed in this manner. 

You can use the e-file system either from home or by using a profes- 
sional tax preparation service. Forms and information are available on the 
Internet or by fax. By first completing the tax forms, you can use your per- 
sonal computer to file the return. 

Using the IRS TeleFile system, you can file your tax return using a Touch- 
Tone phone. You first complete the TeleFile Tax Record, which is similar to 
Form 1040EZ, call a toll free number, and follow the instructions on the com- 
puterized message. Most taxpayers who use Form 1040EZ can file by phone. 


Federal Personal Income Tax 


Department of the Treasury-Internal Revenue Service 
Form Income Tax Return for Single and 
1040EZ Joint Filers With No Dependents 2) 20—— ome no. 515-0075 


Your first name and initial Last name 


Joan J. Bustelos 


If a joint return, spouse's first name and initial Last name 


Home address (number and street). If you have a P.O. box, see page 7 Apt. no 
84 Elm Street 

City, town or post office, state, and ZIP code. If you have a foreign address, see page 7 
Norwalk, VA 28104 







Your social security number 


eETel: 


Spouse's social security number 


O IUOOLLII 













Presidential Note: Checking "Yes" will not change your tax or reduce your refund. CD] 
meceon Do you want $3 to go to this fund? p Yes ><] No 
Campaign COSIO Pie o e i ‘à= H9TW9Uu; 
(See page 7.) If a joint return, does your spouse want $3 to go to this fund? b ves|_] no[_] Ual a 
vga ooo eo ea PW: ollars rents 
Income 1 Total wages, salaries, and tips. This CE] 

should be shown in box 1 of your | | ‘| lol 
ital W-2 form(s). Attach your W-2 form(s). 1 5 « lo 
Copy B of CRIARI _—  — re 
oe 2 Taxable interest income. If the total is over $400, you 6 | 
Enclose but cannot use Form 1040EZ. 2 x 


do not attach 
any payment 
with your 3 Unemployment compensation (see page 9). 3 
pee 4 Add lines 1, 2, and 3. This is your adjusted gross 
income. If under $9,770, see page 9 to find out if you can 





A 


EEEREEEEES 


claim the earned income credit on line 8a. 4 3 È 
5 Can your parents (or someone else) claim you on their return? 
Note: You 4 ei 
. Yes. Enter amount No. If single, enter 6,800.00. 
must check oh f . 499 
Ve br No Zi from worksheet O If married, enter 12,200.00. a 
: on back. See back for explanation. 5 3 





= Fe 
OPT 


6 Subtract line 5 from line 4. If line 5 is larger than 
line 4, enter 0. This is your taxable income. > 6 


Payments 7 Enter your Federal income tax withheld from box 2 of 
and tax your W-2 form(s). ~ 


8a Earned income credit (see page 9). 
b Nontaxable earned income: enter type and amount below. 


Ba 


is = 


i 
i 





= 
a 





9 Add lines 7 and 8a. These are your total payments. 9 


10 Tax. Use the amount on line 6 to find your tax in the 
tax table on pages 20-24 of the booklet. Then, enter the 


“a 
Be ES 
ISS 
[> JO] 

a 





4oHH HEHE 


tax from the table on this line. 10 5 a 
Refund 11a If line 9 is larger than line 10, subtract line 10 from 
Have it line 9. This is your refund. lla 5 | 7 
directly : 
Sleposttedl’ Sse > b Routing number 
page 13 and ®» © Type: d Account 
fill in 11b, Checking Savings number 7 


llc, and 11d. O O LS 


Amount 12 Ifline 10 is larger than line 9, subtract line 9 from line 
you owe 10. This is the amount you owe. See page 13 for details 
on how to pay. 12 


I have read this return, Under penalties of perjury, I declare that to the best of my knowledge and belief, the 
return is true, correct, and accurately lists all amounts and sources of income I received during the tax year. 


Sign Your signature 
here Joan J. Bustelos 
Keep copy for Date 


E Your occupation 
Feuegeuords- #3 gione Clerk 


For Privacy Act and Paperwork Reduction Act Notice, see page 18. Cat. No. 11329W CO-- Form LOUDEZ 


Oo 
Sad 
Dop 





Spouse's signature if joint return 










Spouse's occupation 


DO 





OO 







oo 
oO 





Figure 1 Completed Form 1040EZ 
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1997 Form 1040EZ page 2 


Use this e Your filing status is single or @® You (and your spouse if married) were under 65 on 
form if married filing jointly. January 1, 1998, and not blind at the end of 1997. 
e You do not claim any dependents. e@ Your taxable income (line 6) is less than $50,000. 


@ You had only wages, salaries, tips, taxable scholarship or fellowship grants, unemployment 
compensation, or Alaska Permanent Fund dividends, and your taxable interest income was 
not over $400. But if you earned tips, including allocated tips, that are not included in box 5 
and box 7 of your W-2, you may not be able to use Form 1040EZ. See page 8. 


e You did not receive any advance earned income credit payments. 


If you are not sure about your filing status, see page 6. If you have questions about dependents, use 
TeleTax topic 354 (see page 18). If you cannot use this form, use TeleTax topic 352 (see page 18). 





Filling in Because this form is read by a machine, please print your numbers inside the boxes like this: 
your return 


Ror tips sachow A = 7 6 GS + 3 7 | O Do not type your numbers. Do not use dollar signs. 
to avoid common 

mistakes, see 
page 3 


If you received a scholarship or fellowship grant or tax-exempt interest income, such as on 
municipal bonds, see the booklet before filling in the form. Also, see the booklet if you received a 
Form 1099-INT showing Federal income tax withheld or if Federal income tax was withheld 
from your unemployment compensation or Alaska Permanent Fund dividends. 

Remember, you must report all wages, salaries, and tips even if you do not get a W-2 form from 
your employer. You must also report all your taxable interest income, including interest from banks, 
savings and loans, credit unions, etc., even if you do not get a Form 1099-INT. 





Worksheet Use this worksheet to figure the amount to enter on line 5 if someone can claim you (or your 
for spouse if married) as a dependent, even if that person chooses not to do so. To find out if 
someone can claim you as a dependent, use TeleTax topic 354 (see page 18). 
















dependents bia 
who A. Enter the amount from line 1 on the front. A. ___2,354.00 
checked B. Minimum standard deduction. B. 650.00 
"Yes" on C. Enter the LARGER of line A or line B here. C. 2,354.00 
line 5 D. Maximum standard deduction. If single, enter 2 
4,150.00; if married, enter 6,900.00. D. 4,150.00 
E. Enter the SMALLER of line C or line D here. This = 
is your standard deduction. E. 2,354.00 
F. Exemption amount. 
e If single, enter 0. 
e If married and— 
—both you and your spouse can be claimed as 
dependents, enter 0. 
—only one of you can be claimed as a dependent, 
enter 2,650.00. F. 0 
G. Add lines E and F. Enter the total here and on sa 
line 5 on the front. G. 2,354.00 
If you checked "No" on line 5 because no one can claim you (or your spouse if married) as a 
dependent, enter on line 5 the amount shown below that applies to you. 
@ Single, enter 6,800.00. This is the total of your standard deduction (4,150.00) and your 
exemption (2,650.00). 
@ Married, enter 12,200.00. This is the total of your standard deduction (6,900.00), your 
exemption (2,650.00), and your spouse's exemption (2,650.00). 
Mailing i su 3 
dui Mail your return by April 15, 1998. Use the envelope that came with your booklet. If you do not 
y have that envelope, see page 28 for the address to use. 
return 
7 tI} x i this return, and dge and belief, it is true, correct, and 
Paid fin during the tax yea ed on all information of which I have 
' 
preparer Ss Date la Preparer's SSN 
use only colp i 
See page 14 





Figure | Completed Form 1040EZ (cont.) 
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Problem C-1 Preparing Form 1040EZ 


Michael Feld is a junior at Lewiston High School. He lives with his 
parents at 274 West Polomia Drive in Hanksville, Ohio, 03856. Mike’s social 
security number is 036-23-8825. If Mike must pay any tax, he wants the $3 
to go to the Presidential Election Campaign Fund. 

Mike worked part-time last summer at Harriet’s Sub Shop as a counter 
clerk. He received a Form W-2 which stated that he had total gross wages of 
$1,835.00 and $96.00 was deducted for federal income tax. 

Mike also had a savings account. The Kingsman National Bank sent him 
Form 1099 which stated he had earned interest of $52.60 on his account. 

Mike lives at home with his parents and is claimed as a dependent on 
their tax return. 


Instructions Using the information above, prepare Form 1040EZ for 
Mike Feld. A blank Form 1040EZ is provided in your working papers. Use 
the tax chart in your working papers to calculate the federal income tax. 


Problem C-2 Preparing Form 1040EZ 





Alicia DeSantis is a senior at Georgetown High School. She lives at 825 
Patterson Street in Montville, Texas, 09436. Her social security number is 
043-73-8217. She worked part-time during the school year at the Hilltop 
Deli and full-time during the summer as a lifeguard and swimming 
instructor at the Montville town pool. 

If Alicia must pay some income tax on her earnings this year, she wants 
the $3 to go to the Presidential Election Campaign Fund. Alicia lives with 
her mother and is claimed as a dependent on her mother’s tax return. 

Her Form W-2 from the deli reported that she earned $1,736.00 during 
the year and $104.00 was deducted for federal income tax. The town of 
Montville sent her a W-2 that reported she earned $3,927.00 during the 
summer and $184.00 was deducted for federal income tax. 

Alicia opened a savings account at the local bank that sent her a Form 
1099 that stated she earned $118.50 in interest last year. She also had another 
savings account set up for college that paid her $201.70 in interest. 


Instructions Prepare Form 1040EZ for Alicia. A blank Form 1040EZ is 
provided in your working papers. Use the tax charts in your working papers 
to calculate the tax owed. 
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Excerpts from 


Ben & Jerry's Annual Report 


Intended for 
Use in 


Chapters 14-26. 


In this appendix we 
present excerpts from the 
1997 annual report of Ben 
& Jerry's, a publicly held 
corporation. These reports 
were selected to illustrate 
many of the concepts 
discussed in this textbook. 
Not all of the terminology 
and policies appearing in 
this report are consistent 
with our text discussions. 
This illustrates some of 
the diversity that exists in 
financial reporting. 











Ben & Jerry’s Mission Statement 


Ben & Jerry's is dedicated to the creation and demonstration of a 
new corporate concept of linked prosperity. Our mission consists of 
three interrelated parts: Product, Economic and Social. 


Product 


To make, distribute & sell the finest quality 
all natural ice cream & related products in a 
wide variety of innovative flavors made from 
Vermont dairy products. 






Economic 


To operate the Company on a sound financial basis of prof- 
itable growth, increasing value for our shareholders creating 
career opportunities & financial rewards for our employees. 


Social 


To operate the Company in a way that actively recognizes the 
central role that business plays in the structure of society by 
initiating innovative ways to improve the quality of life of a 
broad community: local, national & international. 


Underlying the Mission of Ben & Jerry’s is the determination to 
seek new & creative ways of addressing all three parts, while hold- 
ing a deep respect for individuals inside and outside the Company 
and for the communities of which they are a part. 


Founders Letter 


Our company continues to strive to meet the three parts of “ We know that Our goal 


our mission. We realize that for the Company to truly suc- 

ceed we must excel in all three areas - product, social and 

financial. Since the mission statement was first developed in . , 

1988, it has always been fairly easy to define the product and 1S not simply to make 

financial missions. The social mission has been more diffi- 

cult. it seems that each person in the company has an idea of i a ” 

what the social mission means to him or her, but everyone'’s Ben 6 Jerry Sa good 

ideas, though usually congruent, are rarely identical. 
Last year the Board of Directors worked to clarify the 













social mission, basing its statement on actions and posi- 

tions Ben & Jerry’s has undertaken over the years. COMPpany, 

The result is the document titled “Leading with 

Progressive Values Across Our Business,” which is fe eke 
included in the preface ot the Company’s social HUN LIMIZIN® 


report. We urge each of our shareholders to read it. 
For the first time we have articulated the com- 
pany’s values, a vital piece of information 

which has been missing. We know 

that our goal is not simply to 
make Ben & Jerry’s a “good” 
Company, minimizing harm, 
but rather to have a 
Company which creates 
profit making activities 
which at the same time help 
to bring about a more just 
and equitable society. 

This is no simple task. It 
requires education, compe- 
tence, creativity, and the will 
to persevere. Those are easy 


things to say, but they are difficult () 


harm, but 






/ 





rather to have a 


company which 





creates 










profit 


making 


to carry out. Nevertheless that is what's 

needed for us to succeed. Often we find ourselves trying to 
balance the social mission and short term financial benefit. 
This can be a mistaken position in which there are no real 
winners. When we are at our best we are integrating social 
concerns and components into profit making activities 
within our normal business, so that those efforts are enhanc- 7 
ing each other rather than competing. That process can the same time help to 
require greater up-front planning and effort, but the results 

are incredibly powerful in their synergistic impact. In our . È 
experience over these twenty years, the fact remains that the bring about ad more Just 
financial success of Ben & Jerry’s is the direct result of our 

social mission. 


We look forward to the coming year and the challenges and equitable society. me 


facing us. 


activities which at 


Ben and Jerry 
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Social Mission Development 
& Philanthropy 


Since 1988, Ben & Jerry’s has donated 7.5% of our pre- 
tax profits through employee-led philanthropy to non- 
profit organizations committed to positive social 
change. For the past four years, we have divided that 
giving among three separate funds: the Ben & Jerry’s 
Foundation, Community Action Teams (CATs) at each 
site and corporate giving. In 1997, Ben & Jerry’s con- 
tributed a total of $510,000. 


Foundation. About half of the Company’s philan- 
thropic dollars go to the Ben & Jerry’s Foundation, Its 
mission is to support progressive social change by 
contributing to groups that focus on the underlying 
conditions that create social problems such as racism, 
sexism, poverty and environmental destruction. We 
primarily fund small grassroots organizations and are 
willing to take risks funding new projects and small 
organizations struggling to survive. We fund non- 
profit organizations throughout the United States. 
Since 1994, a nine-member Foundation Grant-mak- 
ing Committee (composed of employees representing 
each site) has researched the applications and made 
funding decisions subject to approval or ratification by 
the Foundation’s Board of Trustees. To learn about 
both the grant-making process and innovative non- 
profit grant-seekers, during 1997 Foundation members 
attended conferences of the National Organizers 
Alliance and the National Network of Grant-makers. 


FUNDS DISBURSED _1995 1996 1997 








Foundation $146,950 $323,143] $287,010 
# of recipients 42 64 50 
Community 

Action Teams $41,214 $115,145] $154,709 
# of recipients 150 188 201 


Corporate giving $ 8,345 $ 55,000|$ 42,720 
# of recipients 14 54 48 


Totals $196,509 $493,288] $484,439 


Some 1997 funds were undispersed at year's end 


The Foundation makes available to the public its 
own list of grants made each year; the following is a 
sampling of 1997 funding: 
¢ Center for Young Women’s Development (CYWD) 

was granted $10,000. CYWD is a youth-run group 

working to serve the needs of young women living 
on their own. The grant went to the Girls in Charge 
project which trains young women to be advocates, 


commissioners, board members and Organizers. 
e Centro Independiente de Trabajadores Agricolas 
was awarded $10,000 for its Project ACCESS which 


helps farmworker activists build a database to docu- 
ment pesticide abuses and illegal pesticides use, as 
vell as develop farmworker policy advocates and 
trainers. 

e The REACH ' roject was granted $10,000 for its 

» tenants, families, community 


5 


work in organ 
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groups, and conscientious landlords to create an 
innovative new community development financial 
institution, a Renters Escrow And Community / 
Housing (REACH) Fund. Tenants pool their existing 
security deposits as capital available to the local 
community. 


Community Action Teams. Fach of the 
Company’s five manufacturing, distribution and 
administrative sites has a Community Action Team 
(CAT) made up of employees elected by their cowork- 
ers. These teams make small grants to local commu- 
nity organizations. The CATs also organize service 
projects to involve Ben & Jerry’s employees in local 
community-building. 

Some examples of grants awarded by the CATs are: 
Food Works, support for a summer youth gardening 
project; the Neighbors United Against Drugs cam- 
paign; the South Hero Applefest; and the Vermont 
Development Disabilities Council to fund the printing 
of booklets to facilitate communications with hearing 
impaired people. 


Site Projects. in 1997, the Springfield CAT sent 
80 Ben & Jerry's employees along with citizens of 
Reading, VT to renovate a public athletic field and 
bring it up to modern safety standards. The Waterbury 
CAT did a similar project at the Williamston 
Community Baseball/softball field and renovated the 
Brookfield Free Public Library. St. Albans’ CAT did 
renovation work on the playground of the Champlain 
Island Parent Child Center. Central Support employees 
gathered donated food, clothing and presents that the 
Canaan Food Shelf distributed at Christmas to 20 fam- 
ilies in the Northeast Kingdom, Vermont'’s poorest 
region. 


Corporate Giving. Corporate Giving supports 
social mission issues of interest to the Company such 
as rBGH and sustainable agriculture. Grants went to 
groups like UVM’s Center on Sustainable Agriculture, 
council on Economic Priorities and the Peace & Justice 
Center. 


Political Positions. During 1997, the Company 
took a variety of political positions including the fol- 
lowing: 

¢ As reported above, the Company embarked on a 
petition campaign allowing our customers to ask 
President Clinton to sign the International Treaty to 
Ban Land Mines. 

¢ The Company supported the reauthorization and 
strengthening or Vermont's rBGH certification and 
labeling law. 

e We joined the Children's Defense Fund in urging 
Congress and the President to provide health insur- 
ance for America’s uninsured children of working 
poor parents. 

e Ben & Jerry’s sent a letter to Senator Patrick Leahy 
urging the organic food regulations resulting from 
the Senator’s legislation to prohibit genetically- 
engineered foods from being certified organic. 








Managements Discussion and Analysis 
of Financial Condition ana 
Results of Operations 


The following table shows certain items as a percentage of net sales 
which are included in the Company’s Statement of Operations. 



































Percentage of Net Sales Annual Increase (Decrease) 
Fiscal Year 
1997 1996 1995 
Compared Compared Compared 
1997 1996 1995 to 1996 to 1995 ~— to. 1994 
Net sales 100.0% 100.0% 100.0% 4.2% 7.6% 4.4% 
Cost of sales 65.6 68.9 70.2 (0.8) 5.6 (0.6) _ 
Gross profit 34.4 SI.1 29.8 15.4 12.4 18.4 
Selling, general and 
administrative expense 30.7 27 2 23.4 LEAD 20.2. 0.3 
Other income, (expenses) (0.1) (0.1) (0.4) 553;2 (82.5) 293.4) 
Income (loss) before 
income taxes 3.6 3.8 6.0 (0.8) (32.6) 350.0 
Income taxes (benefit) 1.4 1 2.2 (0.9) (30.3) 282.6 
Net income (loss) 2.2% 2.3% 3.8% 0.8) % (34.0)% 418.2% 




















Net sales in 1997 increased 4.2% to $174 million from $167 million in 1996 primarily due to price increases of 
approximately 3% for pints that went into effect in August 1996 and April 1997. Pint volume increased 0.7% com- 
pared to 1996. Net sales of 2.5 gallon bulk containers had a modest increase in 1997. 

Pint sales represented approximately 84% of total net sales in 1997 and 85% of total net sales in 1996 and 1995. 
Net sales of 2.5 gallon bulk containers represented approximately 8% of total net sales in 1997 and 7% of total net 
sales in 1996 and 1995. Net sales of novelties accounted for 
approximately 6% of total net sales in 1997, 1996 and 1995. 
Net sales from the Company’s retail stores represented 2% 
of total net sales in 1997 and 1996 and 1995. 

Net sales in 1996 increased 7.6% to $167 million from 
$155 million in 1995. Pint volume increased 2.6% com- 
pared to 1995. This volume increase was combined with a 
3.6% price increase of pints that went into effect in 
August 1996. This volume increase in pints was primar- 
ily due to the Company’s introduction of its new line of 
sorbets in February 1996. Net sales of both novelties 
and 2.5 gallon bulk containers had increases of 10.9% 
and 8.3% respectively in 1996. 
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Cost of sales in 1997 decreased approximately 
5900,000 or 0.8% over the same period in 1996 and 
overall gross profit as a percentage of net sales 
increased from 31.1% in 1996 to 34.4% in 1997. The 
higher gross profit as a percentage of net sales in 1997 
is a result of higher selling prices instituted in August 
1996 and April 1997, improved operating efficiencies 


and decreases in certain raw material commodity prices. 


The Company experienced a modest decrease in 
dairy commodity prices during 1997 compared to 
1996. Dairy costs started to increase in the summer 
and fall of 1996 and continued into the first half of 
1997. In response to higher dairy commodity costs, the 
Company instituted a price increase of approximately 
3% for its packaged pint products effective in April 
1997. Though dairy commodity prices were lower in 
the third quarter of 1997 as compared to the compara- 
ble quarter in the prior year, they began to escalate in 
the latter half of the fourth quarter. If dairy commod- 
ity prices remain at higher levels, there is the possibil- 
ity, that these costs will not be passed on to consumers 
which will negatively impact future gross profit mar- 
gins. See the Risk Factors below. 

Cost of sales in 1996 increased approximately $6.1 
million or 5.6% over the same period in 1995 and over- 
all gross profit as a percentage of net sales increased 
from 29.8% in 1995 to 31.1% in 1996. The higher gross 
profit as a percentage of net sales in 1996 is due to the 
price increase effective in August 1996 combined with 
improved inventory management and production effi- 
ciencies, as compared with 1995. The impact of 
increased dairy raw material costs was offset by 
improved manufacturing expenses. In addition, the 
improved gross margin reflects the impact of the termi- 
nation of the manufacturing agreement between the 
Company and Edy’s Grand Ice Cream, a subsidiary of 
Dreyer’s Grand Ice Cream. This production was trans- 
ferred to the Company’s manufacturing facility in St. 
Albans, Vermont in the third quarter of 1995. 
Approximately 16% of the packaged pints manufac- 
tured by the Company in 1995 were produced by Edy’s. 
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Selling, General and 
Administrative Expenses 

Selling, general and administrative expenses 
increased 17.5% to $53.5 million in 1997 from $45.5 
million in 1996 and increased as a percentage of 
net sales to 30.7% in 1997 from 27.2% in 1996. This 
increase primarily reflects increased marketing and 
sales expenses and includes national radio advertis- 
ing and increased trade promotions to support the 
Company’s brand both domestically and in Europe. 
This increase also reflects royalty expense of approxi- 
mately $500,000 which was previously reflected in 
other income (expense) in the prior year. 

Selling, general and administrative expenses 
increased 25.2% to $45.5 million in 1996 from $36.4 
million in 1995 and, increased as a percentage of net 
sales to 27.2% in 1996 from 23.4% in 1995. This 
increase primarily reflects increased marketing and 
sales spending for the launch of the new ‘Sorbet’ line 
which was introduced in February 1996, international 
market penetration costs and expenses primarily in 
the production planning and inventory management 
areas. 


Other Income (Expense) 


Interest income increased from $1.7 million in 1996 
to $1.9 million in 1997. The increase in interest income 
was due to a higher average invested balance through- 
out 1997. Interest expense in 1997 remained level with 
1996. Other income (expense) decreased in 1997 from 
other income of $243,000 in the prior year to other 
expense of $64,000 in 1997. This is primarily due to the 
receipt of insurance settlement proceeds of approxi- 
mately $884,000 in 1996, offset by reclassification of 
royalty expense to selling, general and administrative 
expenses in 1997. This reclassification resulted in a 
decrease in other expense of approximately $500,000. 
Interest income in 1996 remained level with 1995. 
Interest expense increased $0.5 million in 1996 com- 
pared to 1995. This increase was due primarily to the 
capitalization of a portion of interest in the prior year 
as part of the cost of the plant in St. Albans, Vermont 
before the plant became operational. This increase in 
interest expense was more than offset by net proceeds 
of $884,000 from an insurance claim settlement related 
to inventory damaged in 1995. 





Income Taxes 


The Company’s effective income tax rate in 1997 
remained level with 1996 at 38.0%. The Company’s 
rate had increased from 36.8% in 1995, reflecting 
higher state income taxes and lower income tax credits 
partially offset by increased tax-exempt interest. 
Management expects 1998's effective income tax rate 
to decrease to approximately 36.0% due, to higher 
income tax credits and lower state taxes. 


As a result of the foregoing, net income for the full 
year of 1997 remained level with 1996 at $3.9 million, 
compared to $5.9 million in 1995. However, 1997 quar- 
terly results for the third and fourth quarters were 
above the comparable quarters in 1996. Net income as 
a percentage of net sales was 2.2% in 1997 compared to 
2.3% in 1996 and 3.8% in 1995. 


Seasonality 


The Company typically experiences more demand for 
its products during the summer than during the winter. 


Inflation has not had a material effect on 
the Company’s business to date, with the 
exception of dairy raw material commod- 
ity costs. See the Risk Factors below. 
Management believes that the effects 
of inflation and changing prices 
were successfully managed in 1997, 
with both margins and earnings 
being protected through a com- 
bination of pricing adjust- 
ments, cost control programs 
and productivity gains. 


Liquidity and 
Capital Resources 


As of December 27, 1997 the 
Company had $47.3 million of cash and 
cash equivalents, an increase of $11.2 
million since December 28, 1996. Net 
cash provided by operations in 1997 
was approximately $17.6 million. 
Approximately $5.2 million was 
used for net additions to property, 
plant and equipment, primarily for 
equipment upgrades at all manufac- 
turing facilities and computer related 
expenditures. 































Inventories decreased from $15.4 million at 
December 1996, to $11.1 million at December 27, 1997 
The decrease in inventories resulted from planned 
inventory reductions in 1997. Accounts receivable 
increased $4.0 million since December 28, 1997 to $12.7 
million from $8.7 million at December 28, 1996. This 
increase in accounts receivable is due to the timing o1 
sales in December of 1996 compared to December 1997 

The Company anticipates capital expenditures in 
1998 of approximately $9.0 million. These projected 
capital expenditures relate to equipment upgrades and 
enhancements at the Company’s manufacturing facili- 
ties, research & development equipment, computer 
related expenditures and acquisition and leasehold 
improvement costs related to three scoop shop loca- 
tions in Paris, France in 1998. 

During 1997 the Company repurchased 77,500 shares 
of its Class ACommon Stock for approximately $988,000 
pursuant to the repurchase program announced May 8, 
1997 primarily for use in connection with stock option 
awards under the 1995 Equity Incentive Plan. 

The Company’s short and long-term debt includes $30 
million aggregate principal amount of Senior Notes 
issued in 1993 and 1994, which are held in cash equiva- 
lents pending their use in the business. The First principal 
payment of $5 million is due in September 1998. 

The Company has two line of credit agree- 
ments, for an aggregate of $20 million, with 
The First National Bank of Boston and 

Key Bank of Vermont. These unsecured 
agreements provide for borrowings 
from time to time, and unless further 
extended, expire September 29, 
1998 and December 29, 1998, 
respectively. The agreements 
specify interest at either the 
banks’ Base Rate or the 
Eurodollar rate plus a maximum 

of 1.25%. As of March 27, 1998 
there have been no borrowings 
under these lines of credit. 

Management intends to renew 
these line of credit agreements. 

Management believes that 
internally generated funds, cash 
and cash equivalents, and 

equipment lease financing 
and/or borrowings under 
the Company’s two unse- 
cured bank lines of credit 
will be adequate to meet 
anticipated operating and 
capital requirements. 
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isk Factors 


T 


)ependence on independent 
Ice Cream Distributors. 

The Company is dependent 
on maintaining satisfactory 
relationships with indepen- 







dent ice cream distributors 
that now generally act as 





the Company’s exclusive or 
master distributor in their 
assigned territories. While the 
Company believes its relation- 
ships with Dreyer’s and its 
other distributors generally 
have been satisfactory and 
have been instrumental in 

the Company’s growth, the 
Company has at times experi- 
enced difficulty in maintaining 
such relationships to its satisfac- 
tion. Available distribution alterna- 
tives are limited. Accordingly, there can be 

no assurance that difficulties in maintaining 
relationships with distributors, which may be 
related to actions by the Company’s competitors 
or by one or more of the Company’s distrib- 
utors themselves (or their controlling 
persons), will not have a material 
adverse effect on the Company’s busi- 
ness. The loss of one or more of the 
Company’s principal distributors or 
termination of one or more of the 
related distribution agreements could 
have a material adverse effect on the 
Company’s business. In early 1998 
Dreyer’s made overtures to Ben 
Cohen and Jerry Greenfield, the 
Company’s cofounders, to obtain 
their support for an offer that 
Dreyer’s would make to acquire 

the Company. These overtures 
were rejected by the 


cofounders. 


Growth in sales and 

earnings. In 1997, net sales of the Company 

increased 4.2% to $174 million from $167 million in 
1996. Pint volume increased 0.7% compared to 1996. 
The Super premium ice cream, frozen yogurt and sor- 
bet industry category sales decreased 2.3% in 1997 as 
compared to 1996. Given these overall domestic super 
premium industry trends, the successful introduction 
of innovative flavors on a periodic basis has become 


increasingly important to any sales growth by the 
Company. Accordingly, the future degree of market 
acceptance of any of the Company’s new products, 
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Risk 
Factors 






















which will be accompanied by 
promotional expenditures, is 
likely to have an important 

impact on the Company’s 
1998 and future financial 
results. See “Management’s 
Discussion and Analysis of 
Financial Conditions and 
Results of Operations.” 








Competitive Environment. 
The super premium frozen 
dessert market is highly com- 
petitive with the distinctions 
between the super premium 
category, and the “adjoining” 
premium and premium plus cat- 
egories less marked than in the 
past. And, as noted above, the 
ability to successfully introduce 
innovative flavors on a periodic basis 


O that are accepted by the marketplace, 





is a significant competitive factor. In 
addition, the Company’s principal 
competitors are large, diversified 
companies with resources signifi- 
cantly greater than the Company’s. 
The Company expects strong competi- 
O tion to continue, including competition 
for adequate distribution and competition 
for the limited shelf space for the frozen 
dessert category in supermarkets and other 
retail food outlets. 


Increased Cost of Raw Materials. 
Management believes that the trend 
of increased dairy ingredient com- 
modity costs may continue and it is 
possible that at some future date 
both gross margins and earnings 
may not be protected by pricing 
adjustments, cost control programs 
and productivity gains. 


Reliance on a limited 
number of Key Personnel. 
The success of the Company is significantly depen- 
dent on the services of Perry Odak, the Chief Execu- 
tive Officer and a limited number of executive 
managers working under Mr. Odak, as well as certain 
continued services of Ben Cohen, the Chairperson of 
the Board and cofounder of the Company; and Jerry 
Greenfield, Vice Chairperson and cofounder of the 
Company. Loss of the services of any of these persons 
could have a material adverse effect on the Company’s 
business. 











Consolidated Balance Sheets 


(In thousands except share data) 


Dec. 27, 1997 Dec. 28, 1996 
Assets 
Current assets: 
Cash and cash equivalents $47,318 $36,104 
Marketable securities 481 466 
Trade accounts receivable 
(less allowance of $1,066 in 1997 and $695 in 1996 for doubtful accounts) 12,710 8,684 
Inventories, net 11,122 15,365 
Deferred income taxes 6,071 4,099 
Prepaid expenses and other current assets 2,378 3,395 
Total current assets 80,080 68,113 
Property, plant and equipment, net 62,724 65,104 
Investments 1,061 1,000 
Other assets 2,606 2,448 
$146,471 $136,665 
Liabilities & Stockholders, Equity 
Current liabilities: 
Accounts payable and accrued expenses $23,266 $17,398 
Current portion of long-term debt and capital lease obligations 5,402 660 
Total current liabilities 28,668 18,058 
Long-term debt and capital lease obligations 25,676 31,087 
Deferred income taxes 5,208 4,835 





Commitments and contingencies 
Stockholders’ equity: 
$1.20 noncumulative Class A preferred stock - $1.00 par value, redeemable 
at the Company’s option at $12.00 per share; 900 shares authorized, 
issued and Outstanding, aggregate preference on-voluntary or involuntary 
liquidation - $9,000 1 1 
Class A common stock - $.033 par value; authorized 
20,000,000 shares; issued: 6,494,835 shares at 
December 27, 1997 and 6,364,733 shares at December 28, 1996 214 210 
Class B common stock - $.033 par value; authorized 
3,000,000 shares; issued: 866,235 shares at December 27, 1997, and 


897,664 shares at December 28, 1996 29 29 
Additional paid-in capital 49,681 48,753 
Retained earnings 39,086 35,190 
Cumulative translation adjustment (129) (118) 


Treasury stock, at cost: 124,532 Class A and 1,092 Class B 
shares at December 27, 1997 and 67,032 Class A and 1,092 


Class B shares at December 28, 1996 (1,963) (1,380) 
Total stockholders’ equity 86,919 82,685 
$146,471 $136,665 
Liabilities: 
What the company owes. 
: , * Current Liabilities, Bi 
Assets: abilities. Bills, payroll due. + 
ns. se: ’ , taxes 
Things the company OW | ciù Ae obligations that have to be paid 
. Cash. Fi Money owed to t e ¢ ; also ingredients, a year. 
+ Accounts Receivable. d products waiting to be sold, Long Term Debt é Obligations Under 


. Inventory. Fine Capital Leases. Loans or 


\ agreements to pq 
ing and supplies. di machinery, for use of equi pay 
packaging Piant È Equipment. BI ats assets that has been “n aoe year or more from now. 
+ Property, FI she part of the value 0 i a labilities. Miscellaneous other 
Depreciation !S È it is expected f0 last. 5. These are inancial commitments. 


sset 
used up, Dase 4 Income Taxes, Other ae aie 
. Prepaid Expen d assets the company va 


miscellaneous other purchase Appendix D 803 





Consolidated Statements of 


Operations 
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Dec. 27, 1997 


Net sales 
$174,206 


Cost of sales 





Gross profit 
114,284 
O 59 922 
Selling, general and admini n 
d administrative exp 
enses 
a 93,92 
| ther income (expense): 
Interest i 
nterest income 
| Interest expense 
| Other vo 
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re before 
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Consolidated Statement of 
Stockholders Equity 


(In thousands except share data) 


Balance at December 31, 1994 
Net income (loss) 


Common stock issued under stock 
purchase plan (21,599 Class A shares) 


Conversion of Class B shares to Class A 
shares (1 8,1 23 shares) 


Common stock issued under restricted 
stock plan (2,000 Class A shares) 


Foreign currency translation adjustment 
Balance at December 30, 1995 
Net income 


Common stock issued under stock 
purchase plan (15,674 Class A shares) 


Conversion of Class B shares to Class A 
shares (16,661 shares) 


Common stock issued tinder restricted 
stock plan (2,096 Class A shares) 


Foreign currency translation adjustment 
Balance at December 28, 1996 
Net income 


Common stock issued under stock 
purchase plan (15,406 Class A shares) 


Conversion of Class B shares to Class A 
(31,451 shares) 


Common stock issued under stock and 
option plans (83,267 Class A shares) 


Repurchase of common stock 
(77,500 Class A shares) 


Issuance of treasury stock for compensation 


(20,000 Class A shares) 
Foreign currency translation adjustment 
Balance at December 27, 1997 


Stockholders’ Equity 









































This is called the “book value” of the owners’ stake in the company. It includes proceeds the 
company received from the initial and subsequent sales of stock to the public, plus accumulated 


profits, called Retained Earnings. 


This book value is not the same as the value of stock on the public stock market which is called the 


“market value.” The stock market determines in its own ways whether the company is worth more 
than the book value of what it owns minus what it owes. For example, a company's stock price 
changes regularly without regard to the value of the assets and liabilities it uses to run its 


business. 























Preferred 
Stock Common Stock Treasury Stock Total 
Class A Class B Additional Cumulative Class A Class B_ Stock- 
Par Par Par Paid-in Retained Translation holders’ 
Value Value Value Capital Earnings Adjustment Cost Cost Equity 
$1 $208 $31 $48,366 $25,316 $0 $(1,415) $(5) $72,502 
5,948 
174 
(19) 40 
114 
1 209 30 48,521 31,264 (114) (1,375) (5) 78,531 
3,926 
205 
j (1) 
27 27 
(4) (4) 
1 210 29 48,753 35,190 (118) (1,375) (5) 82,685 
3,896 3,896 
1 148 149 
1 1 
2 907 909 
(988) (988) 
(127) 405 278 
(11) __(11) 
$1 $214 $29 $49,681 $39,086 $(129) $(1,958) $(5) $86,919 
Appendix D 805 











Complete appendix 
problems one of two 
ways: 

Manual Working 
Papers in your 
Tor Glencoe Workbook 


2 Spreadsheet 


Templates 
(Problems 3A, 23A, 
and 26A) 









SMART GUIDE 


Step-by-Step Instructions: 
Problem 3A 


1. Select the spreadsheet 
template for Problem 3A. 

2. Enter your name and 
the date in the spaces 
provided on the 
template. 

3. Complete the spread- 
sheet using the 
instructions in your 
working papers. 

4. Print the spreadsheet 
and proof your work. 

5. Save your work and exit 
the spreadsheet program. 
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Problems 





APPLICATION OPTIONS 








| Chapter 3, Problem 3A Determining the 
_ edie» Effects of Business Transactions on the 
Accounting Equation 


Pamela Wong started her own business called Thunder Graphics Desktop 
Publishing. 


Instructions Use the form provided in your working papers. For each of the 

following transactions: 

(1) Identify the accounts affected. 

(2) Write the amount of the increase (+) or decrease (—) in the space provided on the 
form. 

(3) Determine the new balance for each account. 



















| rans. No. Iransactions 


] Pamela Wong, the owner, opened a checking account for the business 
by depositing $48,000 of her personal funds. 


2 | Paid the monthly rent of $1,500. 

3 Bought office furniture on account for $1,000. 

4 | Pamela Wong invested $3,000 of office equipment in the business. 
S | Paid cash for a new computer for the business, $5,000. 


6 | Paid for an advertisement in the local newspaper, $200. 

7 | Completed graphic desktop publishing services for a client and sent a 
bill for $800. 

8 Paid $700 on account for the office furniture bought earlier. 

9 | Received $500 on account from a client. 

10 | Pamela Wong withdrew $1,000 for personal use. 

bi Received $400 cash for desktop publishing services completed for a 
client. 












Analyze: After analyzing all of the transactions, answer the following questions. 


(a) What was the total amount of equipment assets? 
(b) What is the total amount of assets? 

(c) What are the total liabilities and owner’s equity? 
(d) Is the accounting equation in balance? 
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Chapter 4, Problem 4A Analyzing Transactions 
Affecting Assets, Liabilities, and Owner’s Equity 


Thunder Graphics Desktop Publishing had the following transactions. A partial 
list of the accounts used to record and report business transactions appear below. 


101 Cash in Bank 201 Accounts Payable— 

110 Accounts Receivable— Computer Warehouse, Inc. 
Roger McFall 205 Accounts Payable— 

125 Office Equipment Pro Internet Service 

130 Office Furniture 301 Pamela Wong, Capital 


135 Computer Equipment 


Instructions On the forms provided in your working papers: 

(1) Prepare a T account for each account listed above. 

(2) Analyze and record each of the following business transactions in the 
appropriate T accounts. Identify each transaction by number. 

(3) After recording all transactions, compute and record the account balance and 
identify the normal side of each T account. 

(4) Add the balances of those accounts with normal debit balances. 

(5) Add the balances of those accounts with normal credit balances. 


Trans. No. Transactions 


Pamela Wong invested $30,000 into the business. 

Invested office equipment, valued at $650, into the business. 
Bought a computer on account from Computer Warehouse, Inc. for 
$9,360. 

Bought new office equipment for $1,550, Check 100. 

Bought new office furniture on account from Computer Warehouse, 
Inc. for $1,250. 

Sold the older office equipment on account to Roger McFall for $650. 
Paid $3,000 on account to Computer Warehouse Inc., Check 101. 
Received $400 on account from Roger McFall. 

Paid $3,500 on account to Computer Warehouse Inc., Check 102. 
Bought computer hardware from Pro Internet Service for $775. 





Analyze: Is the accounting equation in balance? 





Chapter 5, Problem 5A Analyzing Transactions 
Affecting Revenue, Expenses, and Withdrawals 


Pamela Wong owns and operates Thunder Graphics Desktop Publishing. 
A partial list of the chart of accounts appears in your working papers. 


Instructions On the forms provided in your working papers: 
(1) Prepare a T account for each account listed above. 
(2) Analyze and record each of the following business transactions in the 
appropriate T accounts. Identify each transaction by number. 
(3) After recording all transactions, compute a balance for each account. 
(4) Test for the equality of debits and credits. ek G 
Continued 
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Transactions 





Pamela Wong invested $25,000 in the business. 
Bought a new computer on account from Computer Warehouse, Inc. 
for $1,400. 

Ms. Wong invested office equipment, valued at $650, in the business. 
Paid the rent for the month, $750, Check 207. 

Wrote Check 208 for $145 for minor repairs to the equipment. 
Completed graphics design work on account for Adams, Bell, and Cox, 
Inc., $850. 

Paid the $175 utility bill, Check 209. 

Deposited the daily design receipts in the bank, $1,200. 

Sent Check 210 for $700 to Computer Warehouse, Inc. as payment on 
account. 

Received $425 from Adams, Bell, and Cox, Inc. 

Ms. Wong withdrew $150 for personal needs. 

Paid the $85 telephone bill, Check 211. 











Analyze: 
transactions? 


How much design income did the business record in the above 


Chapter 6, Problem 6A Recording General Journal 
Transactions 


Instructions On the form provided in your working papers, record the following 
transactions for the month of January on page 7 of the general journal for Thunder 
Graphics Desktop Publishing. 


Iransactions 








SI 





n | 


Analyze: 
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Received $900 for completion ot design work for Designers Boutique, 
Receipt 545. 

Purchased a desk, chairs, and table valued at $2,400 from Computer 
Warehouse, Inc. Made a down payment of $400 and agreed to pay the 
balance within 60 days, Check 801/Invoice CW402. 

Ran a $300 special feature ad in Solutions Software's monthly 
magazine on account, Invoice SS60. 

Completed a $3,500 print production job for Adams, Bell, and Cox, 
Inc. Received a down payment of $500 and agreed to receive the 
balance within 30 days, Receipt 546/ Invoice TG90. 

Pamela Wong withdrew $1,500 from the business for personal use, 
Check 802. 


Paid a carpenter $175 to install a new office door, Check 803. 


Purchased a $4,000 computer system from Pro Internet Service on 
account, Invoice 783. 

Paid Computer Warehouse, Inc. $1,000 to apply on our account, 
Check 804. 

Wrote Check 805 for $300 to Solutions Software in payment of an ad 
purchased on July 7. 

Pamela Wong invested a $200 file cabinet in the business, Memo 40. 


How much cash did the business receive during January? 








Chapter 7, Problem 7A Journalizing and Posting 
Transactions 


The balances in the general ledger accounts of Thunder Graphics are shown 


below. 
101 Cash in Bank $ 10,000 
110 Accounts Receivable—Roger McFall --- 
125 Office Equipment 2,500 
135 Computer Equipment 3,000 
201 Accts. Pay.—Computer Warehouse Inc. --- 
301 Pamela Wong, Capital 8,000 
302 Pamela Wong, Withdrawals 4,000 
401 Design Revenue 9,000 
405 Print Production Revenue 4,000 
505 Maintenance Expense 1,200 
510 Miscellaneous Expense 300 


Instructions On the forms provided in your working papers: 

(1) Open the accounts in the general ledger with their beginning balances as of 
March 1 of the current year. 

(2) Record March transactions on page 15 of the general journal. 

(3) Post each journal entry to the appropriate accounts in the ledger. 

(4) Prove the ledger by preparing a trial balance. 





Transactions 





Pamela Wong invested additional assets in the business: cash, $3,000, 
and office equipment, $500, Memorandum 75. 

Paid $600 to Premier Painters for painting the office, Check 912. 
Discovered that $1,500 in design revenue was incorrectly journalized 
and posted to the Print Production Revenue account last month, 
Memorandum 76. 

Purchased $3,600 computer system from Computer Warehouse, Inc. 
on account, Invoice CW204. 

Deposited $4,000 into the checking account. $3,000 was earned from 
design revenue and $1,000 from print production revenue, Receipts 
300-3 10. 

Completed print production for Roger McFall. Sent him a bill for $600, 
Invoice TG601. 

Discovered that $50 in miscellaneous expense was incorrectly 
journalized and posted to the Maintenance Expense account, 
Memorandum 77, 

Pamela Wong withdrew $2,000 from the business, Check 913. 
Received $300 from Roger McFall to apply to his account, Receipt 311. 
Issued Check 914 for $1,800 to Computer Warehouse, Inc. to apply on 
our account. 








Analyze: What is the balance in the cash account on March 31? 
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Chapter 8, Problem 8A Preparing a Six-Column 
Work Sheet 


[he final balances in the general ledger of Thunder Graphics Desktop Publish- 





ing at the end of May are listed below. 





101 Cash in Bank $16,095 
105 Accts. Rec.—Adams, Bell, and Cox Inc. I; 729 
110 Accts. Rec.—Roger McFall 281 
113 Accts. Rec.—Designers Boutique --- 
115 Accts. Rec.—Pat Cooper 714 
120 Office Supplies 228 
| 125 Office Equipment 3027 
| 130 Office Furniture 2,940 
| 135 Computer Equipment 8,200 
201 Accts. Pay.—Computer Warehouse Inc. 4,027 
205 Accts. Pay.—Pro Internet Service 2,441 
| 207 Accts. Pay.—Solutions Software --- 
| 301 Pamela Wong, Capital 24,927 
305 Pamela Wong, Withdrawals 2,400 
310 Income Summary = 
401 Design Revenue 8,116 
405 Print Production Revenue 4,050 
SO1 Advertising Expense 739 
505 Maintenance Expense L335 
510 Miscellaneous Expense 285 
520 Rent Expense 3,100 
530 Utilities Expense 492 


Instructions Use the form in your working papers to prepare a work sheet for the 
month ended May 30. 


Analyze: How much net income or net loss did Thunder Graphics have for the 
month of May? 





Chapter 9, Problem 9A Interpreting Financial 
Information 


You are applying for a job with Thunder Graphics Desktop Publishing. The job 





includes preparing financial statements. In order to determine your ability to do 
the job, the owner, Pamela Wong, has given you the following information. At the 
beginning of the last fiscal period, the Pamela Wong, Capital account had a balance 
of $46,295. At the end of the period, the account showed a balance of $49,152. 
During the period, Ms. Wong made an additional investment of $2,000 and had with- 
drawals of $600. The revenue for the period was $12,948. 





Analyze: Use the form provided in your working papers to determine the total 


expenses for the period. 


810 \ppendix E Problems 






APPENDIX E PROBLEMS: 









Chapter 10, Problem 10A Preparing Closing Entries 
The work sheet of Thunder Graphics Desktop Publishing for the year ended 

December 31 is presented in your working papers. 

Instructions Using the information in the work sheet, prepare the four journal 

entries to close the temporary capital accounts. Use general journal page 21 provided 

in your working papers. 

Analyze: What is the balance in the Pamela Wong, Capital account after the 

closing entries? 





Chapter 11, Problem 11A Recording Deposits in 
the Checkbook 


On October 20, Pamela Wong, owner of Thunder Graphics Desktop Publishing, 
deposited the following in the checking account of the business. 
Cash: $800 
Checks: | Boyden Company; drawn on National Bank of Commerce; 
Monroe; ABA No 45-1204; $50.29. 
Gail’s Supplies; drawn on Regent Bank; Rayville; ABA No 49-3401; 
$255.48. 
Clinton Co.; drawn on Sun Federal Savings and Loan; Bastrop; 
ABA No 52-6429; $788.40. 
On October 21, Pamela Wong received the electricity bill from Central Utilities 
for $314.69 for September 17 to October 18 service. 
The October bank statement for Thunder Graphics listed a bank service charge 
of $21.80, dated October 23. 





Instructions On the forms provided in your working papers: 

(1) Complete a deposit slip using the October 20 information. 

(2) Record the deposit on check stub 1068 using $2,468.14 as the balance brought 
forward. 

(3) Complete check stub 1068 and prepare Check 1068 to Central Utilities. Use 
October 22 as the date and sign your name as drawer. 

(4) Record this service charge in the checkbook on check stub 1069. 

(5) Journalize the entry for the bank service charge in the general journal. Use 
October 25 as the date. 

(6) Answer the following questions. 
(a) What was the amount carried forward from check stub 1067? 
(b) What was the checkbook balance before writing Check 1068? 
(c) What was the total amount deposited on October 20? 
(d) Identify the payee of Check 1068. 
(e) What was the balancé brought forward on check stub 1069? 


Analyze: What is the checkbook balance after all of the above transactions have 
been recorded? 
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Chapter 12, Chapter 12A Preparing a Payroll 
Register 

Thunder Graphics Desktop Publishing has four employees. They are paid on a 
weekly basis with overtime paid for all hours worked over 40. The overtime rate is 11/2 


times the regular hourly rate of pay. The names of the employees and other 
information needed to prepare the payroll are as follows. 


Employee No. Employee _ Status Exemptions Rate/Hour Union 





173 Don Hoffman M l $6.95 No 
168 Manual Gongas S 0 7:40 Yes 
167 Riley Sullivan M 2 7.40 Yes 
175 Marcy Jackson S l 6.95 Yes 


During the week ended Oct. 15, Gongas worked 41 hours, Sullivan worked 3914 
hours, Jackson worked 42! hours, and Hoffman worked 3934 hours. 


Instructions On the form provided in your working papers: 
| (1) Prepare a payroll register. The date of payment is October 15. List employees in 
alphabetical order by last name. 
(a) Compute FICA taxes at 6.2% for social security and 1.45% for Medicare. 
(b) Use the tax table in Chapter 12 to determine federal income taxes. The state 
income tax is 1.5% ot gross earnings. 
(c) All employees have a deduction for hospital insurance that is $4.75 for single 
employees and $7.85 for married employees. 
(d) Union members pay weekly dues of $3.25. 
(2) After the payroll information is entered in the payroll register, total the columns 
and check the accuracy of the totals. 


Analyze: What are the total earnings for the week for all of Thunder Graphics’ 
employees? 






Chapter 13, Problem 13A Recording Payroll 
Transactions 


Thunder Graphics Desktop Publishing pays its employees each week. The payroll 
register for the week ended December 17 is shown in your working papers. 


Instructions On the forms provided in your working papers: 

(1) Record the payment of the payroll on page 34 of the general journal. Check 831 
was written on December 17 to pay the payroll. 

(2) Compute the employer's payroll taxes (FICA tax rates, 6.2% social security, 1.45% 
Medicare; state unemployment tax rate, 5.4%; federal unemployment tax rate, 0.8%). 

(3) Record the journal entry for the employer’s payroll taxes. 

(4) Record the payment of all FICA and employees’ federal income taxes, Check 832. 
The previous account balances were: Employees’ Federal Income Tax Payable, 
$189, Social Security Tax Payable, $191.48, and Medicare Tax Payable, $44.92. 

(5) Record the income tax payment to the state, Check 833. The balance in the 
Employees’ State Income Tax Payable account before the December 17 payroll 

| was $178.40. 





Analyze: What was the amount of Check 832? 
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Chapter 14, Problem 14A Recording and Posting 
Sales and Cash Receipt Transactions 


On January 1, T-Shirt Trends, a merchandising business, had the following 
balances in its general ledger and accounts receivable subsidiary ledger. 


General Ledger 


101 Cash In Bank $ 7,500 
115 Accounts Receivable 10,920 
215 Sales Tax Payable 1,500 
401 Sales 18,620 
405 Sales Discounts 1,400 
410 Sales Returns and Allowances 300 


Accounts Receivable Subsidiary Ledger 


MOR Morales, Gabriela $ 420 
ROU Roundabout Fashions 3,150 
SAM. Samstead Fashions 5,250 
SAN Sandpiper Sports Club 2,100 


Instructions On the forms provided in your working papers: 

(1) Open the general ledger accounts and record the January 1 balances. 

(2) Open the customer accounts in the Accounts Receivable Subsidiary Ledger and 
record the January 1| balances. 

(3) Record the January transactions. Use page 12 in the general journal. 

(4) Post the transactions to the general ledger and Accounts Receivable Subsidiary 
Ledger accounts. 


Date Transactions 


Received a check for $3,087 from Roundabout Fashions payment of 
their $3,150 account less a 2% cash discount of $63, Receipt 82. 
Gabriela Morales notified us that $40 in T-shirts were defective. Issued 
Credit Memorandum 20 for $42, which includes a 5% sales tax of $2. 
Sold $1,000 in merchandise plus a sales tax of $50 to Roundabout 
Fashions on account, Sales Slip 90. 

Sandpiper Sports Club sent us a check in payment of their $2,100 
account less a 2% cash discount, Receipt 83. 

Granted Samstead Fashions $252 credit for the return of $240 in 
merchandise plus a $12 sales tax, Credit Memorandum 21. 

Received a check from Roundabout Fashions in payment of their 
$1050 account balance less a cash discount of $21, Receipt 84. 
Samstead Fashions sent us a check for $2,000 to apply on their 
account, Receipt 85. 

Cash sales for the month were $5,000 plus $250 in sales tax, Tape 44. 
Bankcard transactions for the month were $6,000 plus $300 in sales 
tax, Tape 44. 





Analyze: What is the balance in the Accounts Receivable account at the end of 
January? 
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Sold $3,000 in merchandise on account to Hal's Fitness Studios plus 
5% sales tax of $150, Sales Slip 406. 

Samstead Fashions sent us a check for $1,250 to apply to their account, 
Receipt 207. 

Received a check for $100 from Gabriela Morales in payment of her 
account, Receipt 208. 

Sold Gabriela Morales $200 in merchandise plus 5% sales tax of $10, 
Sales Slip 407. 

Roundabout Fashions sent us a check for $900 to apply on their 
account, Receipt 209. 














Analyze: What is the ending balance in the Accounts Receivable account? Does 


this agree with the total of subsidiary ledgers? 








Chapter 17, Problem 17A Recording Special 
Journal and General Journal Transactions | 


T-Shirt Trends, a retail merchandising business, uses special journals to record 
its business transactions. 


Instructions On the forms provided in your working papers: | 

(1) Record the July transactions in the sales journal (page 15), cash receipts journal i 
(page 16), purchases journal (page 15), cash payments journal (page 16), and 
general journal (page 3). 

(2) Foot, prove, total, and rule the special journals. 

(3) Prove cash. The beginning cash in bank balance is $7,500. The check stub 
balance at the end of the month is $13,394. | 


nm . | 
Transactions 


Sold $500 in merchandise on account to Dave Hioki plus 5% sales tax, | 
Sales Slip 333. | 
Purchased $1,400 in merchandise on account from Cherokee | 
Productions, Inc., Invoice 7001, terms 2/10, n/30. 

Issued Check 535 for $1,960 in payment of Dancing Wind Clothing 
Manufacturers $2,000. invoice less a 2% discount. 

Received $1,764 from Hal’s Fitness Studios in payment of our $1,800 
invoice less a 2% discount, Receipt 200. 

Issued Credit Memo 27 to Gabriela Morales for the return of $100 in 
merchandise plus $5 sales tax. 

Purchased $2,000 in store equipment on account from Carter Office 
Supply, Invoice CO123, terms n/30. 

Received $2,450 from Sandpiper Sports Club in payment of our $2,500 
invoice less a 2% discount, Receipt 201. 

Sold $1,000 in merchandise on account plus 5% sales tax to Virginia 
Williams, Sales Slip 334. 


Continued 
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Issued Debit Memo 14 for $300 to Wilmington Shirt Factory for credit 
taken on damaged merchandise. 

Wrote Check 536 to Chapel Hills Realtors in payment of monthly rent 
of $900. 

Sold old office equipment for $75 cash to Ann Martin, an employee, 
Receipt 202. 

Purchased $3,000 in merchandise on account from CompuRite 
Solutions, Invoice CR79, terms 2/10, n/30. 

Sold $3,500 in merchandise plus 5% sales tax on account to 
Roundabout Fashions, Sales Slip 335. 

Bought $150 in supplies from Palace Party Supplies, on account, 
Invoice 876. 

Issued Check 537 for $1,600 to Academy Insurance Company for 
annual business insurance premium. 

Wrote Check 538 to Compukite Solutions for $2,940 in payment of 
Invoice CR79 for $3,000 less 2% discount. 

Cash sales amounted to $3,000 plus 5% sales tax, Tape 29. 

Bankcard sales were $5,000 plus 5% sales tax, Tape 29. 

Purchased $1,100 in merchandise on account from Sullivan Screen 
Printers, Invoice 423, terms 2/10, n/30. 

Purchased $750 in merchandise for cash from Cherokee Productions, 
Inc., Check 539. 

Paid the monthly utility bill, $150, Check 540. 

Purchased $4,500 in merchandise on account from Dancing Wind 
Clothing Manufacturers, Invoice 777, terms, 2/10, n/30. 

Received $510 from Dave Hioki to apply on his account, Receipt 203. 
Wrote Check 541 to Sullivan Screen Printers for $1,078 in payment of 
Invoice 423 for $1,100 less a 2% discount. 

Issued Debit Memo 15 for $200 to Dancing Wind Clothing 
Manufacturers for the return of merchandise. 

Cash sales amounted to $2,200 plus $110 sales tax, Tape 30. 

Bank card sales amounted to $1,500 plus $75.00 sales tax, Tape 30. 
Wrote Check 542 to pay the payroll of $2,000 (Gross Earnings) for the 
pay period ended January 31. The following amounts were withheld: 
employees’ federal income taxes, $300; FICA taxes, $124 for social 
security and $29 for Medicare; employees’ state income taxes, $60. 
Recorded the employer's payroll taxes (FICA tax rate, 6.2% for social 
security, and 1.45% for Medicare; federal unemployment tax rate, 
0.8%; and state unemployment rate, 5.4%). 











































Analyze: In the purchases journal, what is the total of the Purchases Debit column? 
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Chapter 18, Problem 18A Calculating Adjustments 
and Preparing the Ten-Column Work Sheet 


A partially completed work sheet for T-Shirt Trends is shown in your working 
papers. Adjustments need to be made to the following items at year-end. 






Data for Adjustments 


Merchandise Inventory, December 31 $47,394 
Supplies on hand, December 31 678 
Insurance premium expired during the period 1,260 
Additional federal corporate income tax owed 168 


Instructions On the form provided in your working papers, complete the | 
December 31 work sheet for T-Shirt Trends. Make the necessary adjustments on the 
work sheet. 


Analyze: What is the total of the Adjustments columns on the work sheet? 


Chapter 19, Problem 19A Preparing Financial 
Statements 


[he completed work sheet for T-Shirt Trends for the year ended December 31 





appears in your working papers. { 


Instructions On the forms provided in your working papers, prepare the follow- 
ing financial statements. 

(1) The income statement for the fiscal year ended December 31. 

(2) A statement of retained earnings. 

(3) A balance sheet. 


Analyze: What is the balance in the Retained Earnings account at December 31? 


Chapter 20, Problem 20A Journalizing Closing 
Entries 


Ihe account balances for T-Shirt Trends appear in your working papers as of | 








December 31. 


Instructions On the form provided in your working papers, journalize all the 
closing entries on page 17 in the general journal. 


Analyze: What was the balance in the Income Summary account before it was 
closed to Retained Earnings? 


Chapter 21, Problem 21A Recording Stockholders’ 
Equity Transactions 


T-Shirt Trends was organized as a publicly held corporation on September 1 and 
authorized to issue 10,000 shares of $100 par, $8 preferred stock, and 25,000 shares 
of $50 par common stock. 









Continued 
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Instructions On the form provided in your working papers, record the following 
transactions on page | of the general journal. 


Date Transactions 


2007 
Sept. 1 | Issued 4,000 shares of $8 preferred stock at $100 per share, Receipt 101. 
12 | Issued 12,000 shares of common stock at $50 per share, Receipt 102. 
Nov. 15 | Received $52.50 per share for 2,500 shares of Common stock issued, 
Receipt 215. 
Dec. 16 | Received $5,000 for 50 shares of $8 preferred stock issued, Receipt 298. 
2008 
Mar. 24 | Issued 1,000 shares of common stock at $55 per share, Receipt 389. 
Aug.15 | Declared a dividend of $32,400 on 4,050 shares of $8 preferred stock 
outstanding, payable on September 15 to stockholders of record on 
September 1, Memorandum 316. 
Declared cash dividend of 25¢ per share on 15,500 shares of common 
stock outstanding, payable on September 30 to stockholders of record 
on September 1, Memorandum 317. 
Sept.15 | Paid preferred stock dividend declared August 15, Check 1763. 
30 Paid common stock dividend declared August 15, Check 1802. 
Dec. 31 | Prepared the closing entries in the general journal to close Income 
Summary for the net income of $102,600 and to close the two 
Dividends accounts. 








Analyze: How much was the total dividend declared on preferred stock on 
August 15? How much was declared on the common stock on August 15? 





Chapter 22, Problem 22A Maintaining a Petty 
Cash Register 


Maureen Miller operates T-Shirt Trends, a T-shirt specialty business. She estab- 
lished a petty cash fund on February 1 by writing Check 336 for $100. She also records 
all petty cash disbursements in a petty cash register. Petty cash disbursements are 
usually made for expenses such as office supplies, delivery expense, miscellaneous 
expenses, and advertising expense. 


Instructions On the forms provided in your working papers: 

(1) Record the establishment of the petty cash fund on the first line of the petty 
cash register, page 1. 

(2) Record each of the following petty cash disbursements in the petty cash register. 

(3) Foot, prove, total, and rule the petty cash register at the end of the month. 

(4) Reconcile the petty cash fund. An actual cash count of the fund shows a balance 
of $5.68. 

(5) Check 362 was issued to replenish the petty cash fund. Record the 
replenishment information in the petty cash register. 


Gg 


Continued 
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SMART GUIDE 


Step-by-Step Instructions: 
Problem 23A 


1. Select the spreadsheet 
template for Problem 
23A. 

2. Enter your name and 
the date in the spaces 
provided on the 
template. 

3. Complete the spread- 
sheet using the 
instructions in your 
working papers. 

4. Print the spreadsheet 

and proof your work. 

. Save your work and exit 


uu 


the spreadsheet program. 
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Date Transactions 


Paid $1.20 for postage due on a letter, Voucher 101. 

Purchased a $9 ad in the Towne Sentinel paper, Voucher 102. 

Bought a ream of typing paper for $4.75, issued Voucher 103. 

Paid $6 for a mailgram, Voucher 104. 

Issued Voucher 105 for $9.90 to Express Couriers in payment for 

the delivery ot packages. 

Paid the newscarrier $4.10 for daily newspapers and issued 

Voucher 106. 

Bought pens, pencils, and memo pads for $6.60, Voucher 107. 
Purchased a $9.50 advertisement in a local trade journal, Voucher 108. 
Issued Voucher 109 for $8.70 for office supplies. 

Express Couriers delivered financial data from a client, $9.90, 

Voucher 110. 

Issued Voucher 111 for $2.12 for additional postage due on mail. 
Bought an ad in the Towne Sentinel for $8.70 and issued 

Voucher 112. 

Purchased a typewriter ribbon for $5.50, issuing Voucher 113. 

Voided Voucher 114 due to an error. 

Issued Voucher 115 for $4.10 to the newscarrier. 






















Analyze: At the end of February, was cash short or over? By what amount? Should 
this be recorded as a revenue or an expense? 





yrecdchec: Chapter 23, Problem 23A Calculating 
rorrt™ and Recording Depreciation Expense 


The T-Shirt Trends Company purchased a delivery truck on October 12, 2000, at 
a cost of $78,900. The delivery truck has an estimated useful life of three years and 
an estimated disposal value of $900. 


Instructions On the forms provided in your working papers: 
(1) Prepare a depreciation schedule for the delivery truck using the straight-line method. 
(2) Record the following transactions on general journal page 41. Post the 
transactions to the ledger accounts provided. 
(3) Answer the following questions. 
(a) How did you determine the depreciation from October 12 to December 31? 
(b) What was the book value of the truck on December 31, 2004? 
(c) What was the book value of the truck on December 31, 2005? 
(d) How did you determine the annual depreciation on December 31, 2005? 


Date Transactions 


2000 
Dec. 31 | Recorded the adjusting entry for the year’s depreciation expense on the 
delivery truck. 
2001 
Dec. 31 | Recorded the adjusting entry for the year’s depreciation expense on the 


delivery truck. 


Problems 
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Analyze: How much depreciation expense will be recorded over the useful life 
of the asset? Which account will show the depreciation recorded over the asset’s 
useful life? 





Chapter 24, Problem 24A Calculating and 
Recording Uncollectible Accounts Expense 


T-Shirt Trends uses the allowance method of accounting for uncollectible 
accounts. At the end of the fiscal period, the following accounts appeared on T-Shirt’s 
trial balance. 


Accounts Receivable $18,647.25 
Allowance tor Uncollectible Accounts 1,060.50 
Sales 452,612.00 
Sales Discounts 5 431.35 
Sales Returns and Allowances 13,578.36 
Uncollectible Accounts Expense 0.00 


Instructions On the forms provided in your working papers: 

(1) Determine the amount of the adjustment for uncollectible accounts for the fiscal 
period ended December 31. Management estimates that uncollectible accounts 
will be 1.25% of net sales. 

(2) Journalize the adjusting entry in the general journal, page 10. 

(3) Post the adjusting entry to the general ledger accounts. 

(4) Determine the book value of accounts receivable. 





Analyze: When an account is written off in the next fiscal period, what account 
will be debited? 






Chapter 25, Problem 25A Accounting for 
Inventories 


The Shoooot-It Camera Shop uses a one-year fiscal period beginning January 1. 
At the beginning of the fiscal period, the shop had a beginning inventory of film 
valued at $867.90 (526 rolls at $1.65 per roll). During the year, the shop made the 
following purchases. 


January 13 400 rolls of film @ $1.67 = $ 668 
March 2 600 rolls of film @ $1.73 = 1,038 
April 14 300 rolls of film @ $1.76 = 528 
July 8 700 rolls of film @ $1.79 = 1,253 
September 3 200 rolls of film @ $1.81 = 362 
November 19 300 rolls of film @ $1.83 = 549 

Totals 2,500 rolls $4,398 


There were 621 rolls of film in inventory at the end of the fiscal year. 


Instructions On the form provided in your working papers, calculate the cost 
of the ending inventory using the specific identification, FIFO, LIFO, and weighted 
average cost methods. For the specific identification method, 165 of the rolls were 
purchased on September 3 and 456 were purchased on November 19. 


Analyze: Which inventory valuation method gives the highest value to Shoooot- 
It's ending inventory? 
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ADSHEET e ii six ; 
‘ereadsheer Chapter 26, Problem 26A Calculating 
FR©STEM Current and Future Interest 


Step-by-Step Instructions: 


Frequently, notes that are issued or received in one fiscal period do not mature 
Problem 26A 


until the next fiscal period. As a result, the interest expense paid or the interest 
1. Select the spreadsheet income received applies to two different fiscal periods. Listed below is the informa- 


ea for Problem tion for 10 different notes. 


2. ee your i and Instructions On the form provided in your working papers, determine the 
RS CAME I Sacca following for each note. 


provided on the i . : 
(1) Determine the maturity date. Assume February has 28 days. 


template. 

3: Compa the spread- (2) Determine what portion of the interest applies to the current year and what | 
sheet using the portion of the interest applies to the following year. December 31 is the end of | 
instructions in your the fiscal period. 
working ARS: Amount Issue Date interest Rate Term 

4. Print the spreadsheet i i 
and proof your work. 1 $ 1,100 December 10 9% 30 days 

5. Save your work and exit 2 700 November 21 12% 60 days 
the spreadsheet program. > 17,100 October 10 10% 90 days 

d 4,000 December 5 15% 60 days 

Si 15,000 November 10 6.5% 120 days 

6 3,000 September 8 7% 180 days 

7 6,600 November 17 10% 70. days 

8 840 October 1 9.5% 6 months { 

9. 1,200 December 1 10% 3 months | 
10. 2,700 August 1 8% 9 months 


Analyze: Which of the notes will have more interest expense next year than 
this year? 


Chapter 26, Problem 26B Recording Noninterest 
Bearing Notes Payable 


Your company, National Paper Supplies, frequently borrows money for short 
periods from First Bank by issuing promissory notes. 





Instructions In your working papers, record the following transactions on 
page 6 of the general journal. 


Transactions 


Jan. 15 | Borrowed $12,000 from First Bank by issuing a 90-day, noninterest- 

bearing note payable that the bank discounted at 12%, Note 45. 
Apr. 15 | Issued Check 2561 for $12,000 in payment of the note issued Jan.15 
and recorded the interest expense. 


Oct. 31 Borrowed $18,000 from First Bank by issuing a 120-day, noninterest- 
bearing note payable that the bank discounted at 13%, Note 46. 

Dec. 31 Made an adjusting entry to record the accrued interest expense for 
Note 46 at year-end. 





Analyze: What was the total interest expense incurred in the current year for 
Notes 45 and 46? 
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Chapter 27, Problem 27A Recording Partners’ 
Investments 


On June 15, Walter Cohen and Janice Connor agreed to combine their individ- 
ual sole proprietorships into one firm organized as a partnership called Cohen & 
Connor Legal Services. The partners were to invest all the assets of their two former 
businesses. Those assets are listed below. 





Cohen Connor 
Cash $247,000 $517,500 
Accounts Receivable 78,000 
Merchandise Inventory 123,000 
Equipment 154,500 


Instructions On the form provided in your working papers, prepare the general 
journal entries (page 1) required to record the partners’ investments. The source 
document is Memorandum 1. 


Analyze: What is the total of all the assets contributed to the new partnership? 





Chapter 28, Problem 28A Financial Statements for 
a Partnership 


The partnership of Joyce, Jane, and Jill is dissolving. The partnership account 
balances as of November 30, 2004 are: 


Cash $ 8,000 Accounts Payable $ 8,000 
Accounts Receivable 16,000 Joyce, Capital 10,800 
Inventory 8,000 Jane, Capital 13,200 
Equipment 3,000 Jill, Capital 3,000 


Profits and losses are shared 4:5:1 to Joyce, Jane, and Jill respectively. 


Date Transactions 


The accounts receivable are sold for $15,000. 
The inventory is sold for $7,000. 


The equipment is sold for $5,000. 
The accounts payable are paid in full. 
The balance of cash is distributed to the partners. 





Instructions On the form provided in your working papers, prepare the entries 
required to liquidate the partnership. Start with general journal page 213. 


Analyze: Was there a gain on any of the assets that were sold? If so, how much 
was the gain? 
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Chapter 1 
Problem 1-1 
Perform an honest analysis of likes and dislikes. Use 
the chart on page 8 to help identify skills and traits 
you possess. 
Problem 1-2 
Use the personal career profile form (Figure 1-1) as 
a reference for the types of information. List personal 
information (values, interests, skills, etc.) and then 
select three possible careers. 
Problem 1-3 
The possibility for individuals with accounting degrees 
vary but include careers as: tax accountants, auditors, 
consultants, management accountants, controllers, or 
chief financial officers. 
Problem 1-4 
For the accountants mentioned in the section: 
Drew Taylor — Interested in working with numbers 
and music. 
Maya Cruz — Involved in environmental causes, 
studied accounting. 
Shelley Hale - Interested in fashion, good with 
math and logic. 
Problem 1-5 





r 


Arthur Andersen www.arthurandersen.com 





Coopers & Lybrand www.colybrand.com 
(Pricewaterhouse 
Coopers) 


Deloitte and Touche www.us.deloitte.com 





Ernst & Young www.eyi.com 








KPMG www.kpmg.com 


Answers to Check Your 
Understanding Problems 





Problem 1-6 
Use local Yellow Pages to find information. 


Chapter 2 

Problem 2-1 

Perform an honest analysis of personal traits. Try to 
relate the answers to personal activities and experi- 
ences that correspond with entrepreneurship. 
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Problem 2-2 

The situations such as these have opposing view- 
points. The drop in sales could be a sign that some 
improvements are in order. On the other hand, some 
owners will be reluctant to invest more money in a 
business where sales are down. More information will 
be needed in order to make a final decision. 
Problem 2-3 

Greenwood Sky Divers is the name of the business 
entity. It has been in business for six years, and is a 
“going concern.” The accounting period for Green- 
wood Sky Divers is one year. 


Chapter 3 
Problem 3-1 
1. $10,000 
$26,000 
$3,000 
$26,000 
$6,000 
6. $13,000 
7. $16,000 
8. $8,000 
9. $21,000 
10. $20,000 
11. $35,000 
12. $4,500 
Problem 3-2 
1. Cash in Bank increased $30,000. Jan Swift, Capital 
increased $30,000. 
Office Equipment increased $700. Jan Swift, 
Capital increased $700. 
3. Cash in Bank decreased $4,000. Computer 
Equipment increased $4,000. 
4. Office Equipment increased $5,000. Accounts 
Payable increased $5,000. 
5. Accounts Receivable increased by $700. Office 
Equipment decreased $700. 
6. Cash in Bank decreased $2,000. Accounts Payable 
decreased $2,000. 
Problem 3-3 
1. Cash in Bank decreased by $50. Jan Swift, Capital 
decreased by $50. 


nN fe why 


N 






———— 






2. 


Cash in Bank increased by $1,000. Jan Swift, 
Capital increased by $1,000. 

3. Cash in Bank decreased by $600. Jan Swift, Capital 
decreased by $600. 

4. Cash in Bank decreased by $800. Jan Swift, Capital 
decreased by $800. 

5. Cash in Bank increased by $200. Accounts 
Receivable decreased by $200. 

Chapter 4 

Problem 4-1 

Office Equipment - asset, debit, credit, debit 
Accounts Payable — liability, credit, debit, credit 
Accounts Receivable — asset, debit, credit, debit 

R. Lewis, Capital - owner’s equity, credit, debit, credit 
Problem 4-2 

la. The asset Office Equipment is increased. Increases 
in assets are recorded as debits. 

b. The liability Accounts Payable is increased. 
Increases in liabilities are recorded as credits. 

2a. The asset Office Furniture is increased. Increases in 
assets are recorded as debits. 

b. The owner's capital account Alice Roberts, Capital 
is increased. Increases in the owner's capital 
account are recorded as credits. 

3a. The liability Accounts Payable is decreased. 
Decreases in liabilities are recorded as debits. 

b. The asset Cash in Bank is decreased. Decreases in 

assets are recorded as credits. 


Chapter 5 


Problem 5-1 
Cash in Bank—asset, debit, credit, debit 
Accounts Receivable—asset, debit, credit, debit 
Airplanes—asset, debit, credit, debit 
Accounts Payable—liability, credit, debit, credit 
Caroline Palmer, Capital—owner's equity, credit, 
debit,credit 
Caroline Palmer, Withdrawals—owner's equity, 
debit,credit, debit 
Flying Fees—revenue, credit, debit, credit 
Advertising Expense—expense, debit, credit, debit 
Food Expense—expense, debit, ¢redit, debit 
Fuel and Oil Expense—expense, debit, credit, debit 
Repairs Expense—expense, debit, credit, debit 
Problem 5-2 
1. Dr. Utilities Expense; Cr. Cash in Bank 
2. Dr. Accounts Receivable; Cr. Service Fees 
3. Dr. John Albers, Withdrawals; Cr. Cash in Bank 
4. Dr. Advertising Expense; Cr. Cash in Bank 
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Chapter 6 
Problem 6-1 
JayMax Office Suppliers 
Dario’s Accounting Firm 
April 9, 20-- 
$479 
Fax Machine 
6. $299 
7. Payable in 30 days e 
Problem 6-2 
Step 1 D 
Step 2 F 
Step 3 È 
Step 4 B 
StepS A 
Step 6 C 
Problem 6-3 
1. Passenger Van, asset, increase, debit; Cash in Bank, 


DN PUN 


asset, decrease, credit 


DD 


Utilities Expense, expense, increase, debit; Cash in 
Bank, asset, decrease, credit 

3. Cash in Bank, asset, increase, debit; Day Care Fees, 
revenue, increase, credit 


Chapter 7 


Problem 7-1 

Cash in Bank $10,000 Dr. 

Accounts Receivable — Mark Cohen $2,000 Dr. 
Accounts Payable — Jenco Industries $1,000 Cr. 
Tom Torrie, Capital $35,000 Cr. 

Admissions Revenue $0 

Problem 7-2 

Account Balances: 

Cash in Bank $10,000 (Dr.) 

David Serlo, Capital $10,000 (Cr.) 

Problem 7-3 

May 20: Dr. Office Equip. $1,500; 

Cr. Computer Equip. $1,500; Memorandum 47 
Problem 7-4 


July 7: Dr. Advertising Expense $300; 


Cr. Rent Expense $300; Memoradum 13 


Chapter 8 


Problem 8-1 

Store Equipment, asset, debit 

Rent Expense, expense, debit 

Service Fees Revenue, revenue, credit 

Accounts Payable-Rubino Supply, liability, credit 
Scott Lee, Capital, owner’s equity, credit 
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\dvertising Expense, expense, debit 

\ccounts Receivable-John Langer, asset, debit 
Scott Lee, Withdrawals, owner's equity, debit 
Maintenance Expense, expense, debit 

Ottice Supplies, asset, debit 

Problem 8-2 


1. Hailey Office Supply 
2. Garmot Electrical Co. 
3. June 15 

4. $6.23 

S. Two 


>.» The invoice number is 220 

Problem 8-3 

Store Equipment, Balance Sheet, debit 

Rent Expense, Income Statement, debit 

Service Fees Revenue, Income Statement, credit 
\ccounts Pavable-Rubino Supply, Balance Sheet, credit 
Scott Lee, Capital, Balance Sheet, credit 

Advertising Expense, Income Statement, debit 
Accounts Receivable-John Langer, Balance Sheet, debit 
Scott Lee, Withdrawals, Balance Sheet, debit 
Maintenance Expense, Income Statement, debit 

Office Supplies, Balance Sheet, debit 


Chapter 9 

Problem 9-1 
1. Stratford Learning Ctr. 5. August 21 
2. $832 
3. Sandra Miller 7. Roxbury 


~ 


>. Rose Hughes 


4. Payment on account 
Problem 9-2 


1. $62,500 4. $10,630 
2. $29,915 5. $7,060 
3. $29,470 6. $25,010 


Problem 9-3 
Return on Sales = 20.53% 


Chapter 10 
Problem 10-1 
1. Dr. Ticket Revenue $6,000; Cr. Income Summary 
$6,000 
Dr. Income Summary $3,100; Cr. Gas and Oil 


~ 


Expense $700, Miscellaneous Expense $600, 
Utilities Expense $1,800 
Problem 10-2 
1.,2. Dr. Utilities Expense $129; Cr. Cash in Bank $129 
3.,4. Dr. Income Summary $129; Cr. Utilities Exp. $129 
Problem 10-3 
Accts. Rec.-Linda Brown, Balance Sheet, No, Yes 
Advertis Fxpense, Income Statement, Yes, No 
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Cash in Bank, Balance Sheet, No, Yes 

Exercise Class Revenue, Income Statement, Yes, No 
Exercise Equipment, Balance Sheet, No, Yes 
Income Summary, N/A, Yes, No 

Laundry Equipment, Balance Sheet, No, Yes 
Maintenance Expense, Income Statement, Yes, No 
Membership fees, Income Statement, Yes, No 
Miscellaneous Expense, Income Statement, Yes, No 
Office Furniture, Balance Sheet, No, Yes 

Rent Expense, Income Statement, Yes, No 

Repair Tools, Balance Sheet, No, Yes 

Ted Chapman, Capital, Balance Sheet, Yes, Yes 

Ted Chapman, Withdrawals, Balance Sheet, Yes, No 
Utilities Expense, Income Statement, Yes, No 


Chapter 11 


Problem 11-1 
1.,2. Total Deposit $967.08 
3. Balance $2,394.24 
4. Balance $2,394.24 
S. Balance $2,119.24 
Problem 11-2 
1. $100 
$25 


2 
3. Miscellaneous Expense 


Chapter 12 


Problem 12-1 

Longas, Jane: 43, $7.25, $290, $32.63, $322.63 

Lang, Richard: 38, $7.80, $296.40, $0, $296.40 

Quinn, Betty: 44 1/4, $8.30, $332.00, $52.91, $384.91 

Sullivan, John: 39 1/2, $8.30, $327.85, $0, $327.85 

Talbert, Kelly: 40, $7.50, $300.00, $0, $300.00 

Irimbell, Gene: 42 1/2, $9.75, $390.00, $36.56, 
$426.56 

Varney, Heidi: 34 1/4, $8.75, $299.69, $0, $299.69 

Wallace, Kevin: 46, $9.25, $370.00, $83.25, $453.25 

Problem 12-2 

Cleary, Kevin: S, 0, $155.60, $9.65, $2.26, $16, $3.11, 
$31.02, $124.58 


Halley, James: S, 1, $184.10, $11.41, $2.67, $12, $3.68, 


$29.76, $154.34 

Hong, Kim: S, 0, $204.65, $12.69, $2.97, $23, $4.09, 
$42.75, $161.90 

Jackson, Marvin: M, 1, $216.40, $13.42, $3.14, $6, 
$4.33, $26.89, $189.51 

Sell, Richard: M, 2, $196.81, $12.20, $2.85, $0, $3.94, 
$18.99, $177.82 

lotals: $957.56, $59.37, $13.89, $57, $19.15, $149.41, 
$808.15 






Problem 12-3 

Medicare $4.57 

Social Security $19.53 

Federal Income Tax $32 

Problem 12-4 

Check number 79, net pay $263.94 


Chapter 13 
Problem 13-1 


1. $2,193.40 4. $33.75 
2. $31.80 5. $1,690.15 
3. $503.25 


Problem 13-2 

Social Security Tax Payable $299.87 

Medicare Tax Payable $70.13 

Federal Unemployment Tax Payable $38.69 

State Unemployment Tax Payable $261.18 

Problem 13-3 

Employee's federal income tax, payroll entry 

Employer's social security tax, payroll tax entry 

U.S. savings bonds, payroll entry 

Employers’ Medicare tax, payroll tax entry 

Federal unemployment tax, payroll tax entry 

Employees’ state income tax, payroll entry 

Union dues, payroll entry 

Employees’ social security tax, payroll entry 

State unemployment tax, payroll tax entry 

Employee's Medicare tax, payroll entry 

Problem 13-4 

April 30: Dr. Social Security Tax Payable $318.55, 

Medicare Tax Payable $113.28, Employee's Federal 
Income Tax Payable $286; Cr. Cash in Bank $717.83 

April 30: Dr. State Income Tax Payable $205.60; 
Cr. Cash in Bank $205.60 

Problem 13-5 


Dr. Payroll Tax Exp. $1,328.07, Cr. Soc. Sec. Tax Pay. 
$82.34, Cr. Medicare Tax Payable $19.26, Cr. Fed. Inc. 
Tax Pay. $184.00, Cr. State Inc. Tax. Pay. $26.56, Cr. 


Hosp. Ins. Tax. Pay. $20.00. 


Chapter 14 


Problem 14-1 

Ending account balances: 

Cash in Bank $554 

Accounts Receivable $3,000 

Sales $3,554 

Problem 14-2 

Sept. 1: Dr. Accts. Rec.—James Palmer $318; Cr. Sales 
$300, Sales Tax Pay. $18; Sales Invoice 101 

Sept. 4: Dr. Accts. Rec.—Anna Rodriguez $636; Cr. 
Sales $600, Sales Tax Pay. $36; Sales Invoice 102 


NT) ae Yat 


Sept. 7: Dr. Sales Ret. + Allow. $300, Sales Tax Pay. $18; 

Cr. Accts. Rec.—James Palmer $318; Credit Memo. 15 

Sept. 19: Dr. Sales Ret. + Allow. $40, Sales Tax Pay. 
$2.40; Cr. Accts. Rec.—Anna Rodriguez $42.40; 
Credit Memo. 16 

Problem 14-3 

May 15: Dr. Cash in Bank $1908; Cr. Sales $1800, 
Sales Tax Payable $108; Tape 40 

Problem 14-4 

Mar. 1: Dr. Cash in Bank $140.40; Cr. Sales $130, 
Sales Tax Payable $10.40; Sales Slip 49 

Mar. 5: Dr. Accts. Rec./Kelly Wilson $324; Cr. Sales 
$300, Sales Tax Payable $24; Sales Slip SS 

Mar. 17: Dr. Cash in Bank $810; Cr. Sales $750, 
Sales Tax Payable $60; Tape 65 


Chapter 15 


Problem 15-1 
1. Case Construction Company 


2. Westmoreland Paint and Supply Company 
3. 7894 

4. November 15, 20-- 

S. December 1, 20-- 

6. 25 gallons 

td 

8. White, gray, brown, beige and peach. 


9. $20.00 

10. $500.00 

Problem 15-2 

Sept. 2: Dr. Purchases $900; Cr. Accts. Pay./Sunrise 
Novelty Supply $900; Invoice SN110 

Sept 7: Dr. Accts. Pay./Sunrise Novelty Supply $50; 
Cr. Purchases Returns and Allowances $50; Debit 

Memorandum 18 

Problem 15-3 

Nov. 12: Dr. Accts. Pay./Kaleidoscope Comics $16.00; 

Cr. Purchases Ret. and Allow. $16.00; Debit Memo 559 

Problem 15-4 

May 1: Dr. Purchases $10,500; Cr. Cash in Bank 
$10,500; Check 1150 

May 5: Dr. Transportation In $325; Cr. Cash in Bank 
$325; Check 1151 

May 7: Dr. Prepaid Insurance $2,500; Cr. Cash in Bank 
$2,500; Check 1152 


Chapter 16 


Problem 16-1 

Post $12,000 to Sales credit column. 

Post $720.00 to Sales Tay Pay. credit column. 
Post $12,720 to Accts. Rec. debit column. 
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Problem 16-2 
1. Sales credit $820, Sales Tax Payable credit $41, 
\ccounts Receivable debit $861 
2. Ending Balance $1,161 
Problem 16-3 
Totals: 
General credit $105 
Sales credit $6,200 
Sales Tax Payable credit $372 
\ccounts Receivable credit $5,580 
Sales Discounts debit $110 
Cash in Bank debit $12,147 
Total debits/credits $12,257 


Chapter 17 


Problem 17-1 

Column totals: 

\ccounts Payable $4,550 

Purchases $3,600 

General $950 

Problem 17-2 

Ending Cash in Bank balance $5,610.59 
Problem 17-3 


Nov. 2: Dr. Accts. Pay./Colonial Products Inc. $900; 
Cr. Purchases Discounts $27, Cash in Bank $873; 


Check 104 


Chapter 18 
Problem 18-1 
1. Greater 
2 31,535 
3. Merchandise Inventory 
4. Income Summary 
Problem 18-2 
1. Amount $2,454.70 
\ccount debited, Supplies Expense 
Account credited, Supplies 
2. Amount $740 
\ccount debited, Insurance Expense 
\ccount credited, Prepaid Insurance 
3. Amount $105 
\ccount debited, Federal Corporate Income 
lax Expense 
\ccount credited, Federal Corporate Income 


lax Payable 
Problem 18-3 
$9 IOS 
2. Bala Sheet 
3. $3,71 
4. $155 
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Problem 18-4 


1. Rotary Supply Corporation 

Zi: 16 

3. $177.09 

+4. Accounts Payable—K & L Electrical 
S. Purchases Returns and Allowances 


Chapter 19 


Problem 19-1 
1. Kevin Cleary, Capital 
2. Capital Stock 
3. Capital Stock and Retained Earnings 
Problem 19-2 
Subtotal $70.25, sales tax $2.81 
Total $73.06 
Problem 19-3 
1. $96,506 


2. $16,703 
3. $27,783 
4. $17,148 


Problem 19-4 
1. Office Equipment, Merchandise Inventory. 


2. Federal Unemployment Tax Payable. 

3. It increased by $16,379.43, or 12.73%. 

4. 95.47% 

5. The increase in Accounts Receivable indicates that 


either the company is selling more product or is 
less efficient at collecting payments. The decrease 
in Accounts Payable indicates that the company is 
paying bills earlier. In order to see the whole 
picture one would need to be able to analyze the 
data in relation to the other financial statements. 
6. The company prepaid for a new insurance contract. 


Chapter 20 


Problem 20-1 

Accounts Receivable, no 

Bankcard Fees Expense, yes, credited, debited 

Capital Stock, no 

Cash in Bank, no 

Equipment, no 

Fed. Corp. Income Tax Expense, yes, credited, debited 

Fed Corp. Income Tax Payable, no 

Income Summary, yes, depends (loss = credit), 
depends (loss = credit) 

Insurance Expense, yes, credited, debited 

Merchandise Inventory, no 

Miscellaneous Expense, yes, credited, debited 

Prepaid Insurance, no 

Purchases, yes, credited, debited 
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Purchases Discounts, yes, debited, credited 

Purchases Returns and Allowances, yes, debited, 
credited 

Retained Earnings, yes, depends (loss = credit), 
depends (loss = credit) 

Sales, yes, debited, credited 

Sales Discounts, yes, credited, debited 

Sales Returns and Allowances, yes, credited, debited 

Sales Tax Payable, no 

Supplies, no 

Supplies Expense, yes, credited, debited 

Transportation In, yes, credited, debited 

Utilities Expense, yes, credited, debited 

Problem 20-2 

July 12: Dr. Rent Exp. $750; Cr. Cash in Bank $750 

Problem 20-3 

Collecting and verifying source documents 

Analyzing business transactions 

Journalizing business transactions 

Posting journal entries to ledgers 

Preparing a trial balance 

Completing the work sheet 

Preparing financial statements 

Journalizing and posting adjusting entries 

Journalizing and posting closing entries 

Preparing a post-closing trial balance 


Chapter 21 


Problem 21-1 
1. 30,000 shares of common stock were issued at par, 
$10 per share in cash. 
2,000 shares of preferred stock were issued at par, 
$100 per share in cash. 
3. $0,000 shares of common stock, par $10, were 
issued at $14 per share. 
Problem 21-2 
1. $87,500 
2. $262,500 
Problem 21-3 
Apr. 1: Dr. Dividends—Common $5,679; Cr. 
Dividends Payable—Common $5,679; 
Memorandum 37 
Apr. 30: Dr. Dividends Payable—Common $5,679; 
Cr. Cash in Bank $5,679; Chéck 221 
Problem 21-4 
The transactions that are reported on the statement 
of stockholders’ equity are 2,3,6, and 8. 


Chapter 22 


Problem 22-1 
1. Net cash $1,016.84 
Cash short $5 


dv 


2. Mar 31: Dr. Cash in Bank $1,016.84, Cash Short 
and Over $5; Cr. Sales $964, Sales Tax Payable $57.84 
Problem 22-2 
1. Net cash $1,595.77 
Cash over $10 
2. Apr. 14: Dr. Cash in Bank $1,595.77; Cr. Sales $1,496, 
Sales Tax Pay. $89.77, Cash Short and Over $10 
Problem 22-3 
Check $39.51 


Chapter 23 


Problem 23-1 
Accounts Receivable, current 
Building, plant 
Cash in Bank, current 
Change Fund, current 
Delivery Equipment, plant 
Land, plant 
Merchandise Inventory, current 
Office Equipment, plant 
Office Furniture, plant 
Petty Cash Fund, current 
Prepaid Insurance, current 
Store Equipment, plant 
Supplies, current 
Problem 23-2 
Cash register $420, $60, $40 
Computer $5,000, $1,000, $166.66 
Conference table $1,800, $72, $36 
Delivery truck $30,000, $6,000, $1,500 
Desk $2,880, $144, $132 
Problem 23-3 
Book Value: 
10/01/2001, $12,500 
12/31/2001, $11,960 
12/31/2002, $9,800 
12/31/2003, $7,640 
12/31/2004, $5,480 
12/31/2005, $3,320 
09/31/2006, $1,700 
Problem 23-4 
1. June 4: Dr. Office Equipment $3,456; Cr. Cash in 
Bank $3,456; Invoice 14492 
2. Dec. 31: Dr. Depreciation Expense $379.87; Cr. 
Accumulated Depreciation $379.87 
3. Dec. 31: Dr. Depreciation Expense $651.20; Cr. 
Accumulated Depreciation $651.20 
Problem 23-5 
1. Book Value: 
Jan. 7, $2,360 
First year, $1,908 
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Second year, $1,456 
Third year, $1,004 
Fourth year, $552 
Fifth year, $100 

2. Dec. 31: Dr. Depr. Exp.—Office Equip. $452; Cr. 
Accum. Depr.—Office Equip. $452 

3. Dec. 31: Dr. Income Summary $452; Cr. Depr. 
Exp.—Office Equip. $452 

4. $100, Yes 


Chapter 24 


Problem 24-1 

Journal Entries 

Apr. 10: Dr. Accts. Rec./Sonya Dickson $630; Cr. Sales 
$600, Sales Tax Pay. $30; Sales Slip 928 

Nov. 30: Dr. Uncollectible Accounts Expense $630; 
Cr. Accts. Rec./Sonya Dickson $630; Memo- 
randum 78 

Dec. 30: Dr. Accts. Rec./Sonya Dickson $630; Cr. 
Uncollectible Accounts Expense $630; 
Memorandum 89 

Dec. 30: Dr. Cash in Bank $630; Cr. Accts. Rec./Sonya 
Dickson $630; Receipt 277 

Ledger Balances 

Ending debit balances: 

Cash in Bank $10,058 

Accounts Receivable $7,290 

Uncollectible Accounts Expense $928 

Accts. Rec./Sonya Dickson $0 

Ending credit balances: 

Sales Tax Pay. $278 

Sales $24,760 

Problem 24-2 

Journal Entries 

May 4: — Dr. Allowance for Doubtful Accounts 
$1,050; Cr. Accts. Rec./Jack Bowers $1,050; 
Memorandum 241 

Nov. 18: Dr. Accts. Rec./Jack Bowers $1,050; Cr. 
Allowance for Doubtful Accounts $1,050; 
Memorandum 321 

Nov. 18: Dr. Cash in Bank $1,050; Cr. Accts. Rec./Jack 
Bowers $1,050; Receipt 1078 

Dec. 31: Dr. Uncollectible Account Expense $1,850; Cr. 
Allowance for Uncollectible Accounts $1,850 

Ledger Balances 

Ending debit balances: 

Cash in Bank $10,470 

Accounts Receivable $19,350 

Uncollectible Account Expense $1,850 

Accts. Rec./Jack Bowers $0 
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bnding credit balances: 
Allowance for Doubtful Accounts $3,050 
Problem 24-3 
(1) Uncollectible Accounts Expense: 
Andrews Co. $2,800.02 
The Book Nook $2,047.81 
Cable Inc. $2,550.00 
Davis Inc. $1,282.40 
Ever-Sharp Co. $1,164.38 
(2) Dec. 31: Dr. Uncollectible Account Expense 
$1,282.40; Cr. Allowance for Uncol- 
lectible Accounts $1,282.40 


Chapter 25 


Problem 25-1 

Preparing Inventory Reports 
Total value of inventory $794.10 
Problem 25-2 

Determining Inventory Costs 


a. $472.55 
b. $477.25 
c. $465.25 
d. $470.52 


Problem 25-3 
1. Ending inventory $575.90 
2. Gross profit $214.30 


Chapter 26 


Problem 26-1 
1. Interest $75.62, Maturity value $4,075.62 
2. Interest $289.73, Maturity value $10,289.73 
3. Interest $136.23, Maturity value $6,636.23 
4. Interest $36.25, Maturity value $936.25 
5. Interest $142.03, Maturity value $2,542.03 
Problem 26-2 
1. Interest $22.19 
2. Interest $69.04 
3. Interest $288.00 
4. Interest $123.29 
S. Interest $86.25 
Problem 26-3 
1. Cash in Bank $9,000 
2. Notes Payable $9,000 
3. Cash in Bank, asset; Notes Payable, liability 
4. $9,355.07 
Problem 26-4 
1. Cash in Bank is debited for $9,802.74; Discount 
on Notes Payable is debited for $197.26; Notes 
Payable is credited for $10,000. 
2. Discount $197.26, Proceeds $9,802.74 











Problem 26-5 

June 12: Dr. Cash in Bank $2,426.03, Discount on 
Notes Payable $73.97; Cr. Notes Payable 
$2,500; Note 55 


Chapter 27 


Problem 27-1 
June 1: Dr. Cash in Bank $1,200, Accts. Rec. $2,000, 
Merchandise Inventory $8,000, Equipment 
$5,000, Van $12,000, Office Furniture 
$1,000; Cr. Matthew Deck, Capital $29,200; 
Memorandum 1 
June 1: Dr. Cash in Bank $2,300, Accts. Rec. $7,000, 
Merchandise Inventory $5,000, Equipment 
$12,000, Office Furniture $500; Cr. Jennifer 
Rusk, Capital $26,800; Memorandum 1 
Problem 27-2 
1. 3/4, 1/4 
2. 5/9, 3/9, 1/9 
3. 3/8, 2/8, 2/8, 1/8 
4. 2/4, 1/4, 1/4 
5. 2/3, 1/3 
Problem 27-3 
Nov. 13: Dr. Cash in Bank $20,000; Cr. Walter, 
Capital $8,000, Yount, Capital $12,000 


ALARE 





Chapter 28 


Problem 28-1 

Division of Net Income: 

Goldman $14,000 

Jones $21,000 

Partners’ Equity: 

Goldman $37,000 

Jones $68,000 

Problem 28-2 

Shares of gain: 

Bass $7,200 

Buie $7,200 

Anderson $3,600 

Norman $3,600 

Dunham $2,400 

Ruppe $2,400 

Problem 28-3 

Sept. 4: Dr. Cash in Bank $38,000, Gunther, Capital 
$3,500, Pertee, Capital $3,500; Cr. Merchan- 
dise Inventory $45,000 

Sept. 15: Dr. Cash in Bank $29,000; Cr. Gunther, 
Capital $1,000, Pertee, Capital $1,000, 
Office Equipment $27,000 


Appendix F__ Answers 831 











Glossary 


Glossary 
A 


401(k) plan An employee contributes a portion of 
gross earnings to an account in the 401(k) plan and does 


not pay income tax on the contributed earnings. 


account Subdivision under the three sections of the 
accounting equation used to summarize increases and 


decreases in assets, liabilities, and owner's equity. 


accountant A person who handles a broad range of 
jobs related to the making of choices and decisions about 
the design of a business’s accounting system and the 
preparation and explanation of financial reports. 


accounting clerk — Entry-level job that can vary with 
the size of the company from specialization in one part 
of the system to a wide range of recordkeeping tasks. 


accounting cycle The accounting period of a business 
is separated into activities that help the business keep its 
accounting records in an orderly fashion, 


accounting equation The basis for keeping all 
accounting records in balance. Assets = liabilities + 
owner's equity 


accounting period A period of time covered by an 
accounting report. 


accounting system A systematic process of recording 
and reporting the financial information resulting from 
business transactions. 


accounts payable The amount of money owed, or 
payable, to the creditors of a business. 


accounts payable subsidiary ledger A separate ledger 
that contains accounts for all creditors; it is summarized 
in the Accounts Payable controlling account in the 
general ledger. 


accounts receivable The total amount of money owed 


to a business. 


accounts receivable subsidiary ledger A separate 
ledger that contains accounts for all charge customers; it 
is summarized in the Accounts Receivable controlling 
account in the general ledger. 


accumulated depreciation The total amount of 
depreciation for a plant asset that has been recorded up 
to a specific point in time. 

accumulated earnings The employee’s year-to-date 
gross earnings, or (ie employee's gross earnings from the 
beginning of the yer through the end of each pay 


period. 
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adjustment An amount that is added to or subtracted 
from an account balance to bring that balance up-to-date. 


administrative expenses Costs related to the 


management of a business (for example, office expenses). 


aging of accounts receivable method —A method of 
estimating bad debts expense in which each customer's 
account is examined and classified by age; the age 
classifications are multiplied by certain percentages; and 
the total estimated uncollectible amounts are added to 
determine the end-of-period balance of Allowance for 
Uncollectible Accounts. 


allowance’ Reduces the amount of income tax to be 
withheld. 


allowance method — A method of accounting for 
uncollectible accounts in which an estimate is made of 
the amount of sales on account for which payment will 
not be received. 


assets Property or items of value owned by a business. 


authorized capital stock The maximum number of 
shares of stock a corporation may issue. 


B 


balance sheet A report of the balances in all asset, 
liability, and owner’s equity accounts at the end of the 
period. 


bank discount The interest charge deducted in 
advance on a non-interest-bearing note payable. 


bank service charge A fee the bank charges for 
maintaining bank records and processing bank 
statement items for the depositor. 


bank statement An itemized record of all the 
transactions in a depositor’s account over a given period, 
usually a month. 


bankcard A card issued by a bank that can be used to 
withdraw cash and to make payments for goods and 
services at many businesses in place of writing checks. 
bankcard fee A fee charged for handling bank card 
sales slips; it is usually based on the total dollar volume 


of the bank card sales processed. 


base year A year or period that is used for comparison 
in financial statements analysis. 

















beginning inventory The merchandise a business has 
on hand at the beginning of a fiscal period. 


board of directors. A group of people, elected by the 
common stockholders, who are responsible tor the 
affairs of a corporation. 


book value The value of an asset at a specific point in 
time. For a plant asset, it equals the initial cost of the 
plant asset minus the accumulated depreciation. 


book value of accounts receivable ‘The amount the 
business can reasonably expect to receive from all its 
charge customers. 


business entity Exists independently of its owner's 
personal holdings. The accounting records and reports 
are maintained separately and contain financial 
information related only to the business. 


business transaction A business event, such as the 
buying, selling, or exchange of goods, that causes a 
change in the assets, liabilities, or owner’s equity of a 
business. 


C 


calendar year Period for which a business begins on 
January 1 and ends on December 31. 


canceled checks Checks paid by the bank and 
deducted from the depositor’s account. 


capital Money supplied by investors, banks, or owners 
of a business. Refers to the dollar value of assets 
contributed to the business. 


Capital Stock The account that represents the total 
amount of investment in the corporation by its 
stockholders (owners). 


cash discount The amount a customer can deduct 
from the amount owed for purchased merchandise if 
payment is made within a certain time. 


cash payments journal A special journal used to 
record all transactions in which cash is paid out or 
decreased. 


cash receipt The cash received by a business. 


cash receipts journal — A special journal used to record 
all transactions in which cash is received. 


cash sale A transaction in which the business receives 
full payment for the merchandise sold at the time of 
the sale. 


certified public accountant A public accountant who 
has passed the licensing exam on accounting theory, 


practice, auditing, and business law. (CPA) 


change fund = An amount of money, consisting of 
varying denominations of bills and coins, that is used to 


make change in cash transactions. 


charge customer A customer to whom a sale on 


account is made. 


chart of accounts A list of all the accounts and their 
assigned account numbers, used in journalizing 
transactions. 


charter A legal written permission that gives a 
corporation certain rights and privileges and spells out 


the rules under which the corporation is to operate. 


check A written order from a depositor telling the 
bank to pay a stated amount of cash to the person or 
business named on the check. 


check stub A source document that lists the same 
information that appears on a check and shows the 
balance in the checking account before and after each 
check is written. 


checking account Allows a person or business to 
deposit cash in a bank and to write checks against the 
account balance. 
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closely held corporation A corporation, often owned 
by a few people or by a family, that does not offer its 
stock for sale to the general public. 


closing entries Journal entries made to close, or 
reduce to zero, the balances in the temporary capital 
accounts and to transfer the net income or net loss for 
the period to the capital account. 


commission An amount paid to an employee based 
on a percentage of the employee’s sales. 


common stock The stock issued by a corporation 
when it is authorized to issue only one class of stock. 


comparability The accounting principle that allows 
the financial information from one period to be 
compared to that of another period; also, the 
comparison of financial information of two or more 
businesses. 


compound entry A journal entry with two or more 
debits or two or more credits. 


computerized accounting system A system in which 
financial information is recorded by entering it into a 


computer. 
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Glossary 
A 


An employee contributes a portion of 





401(k) plan 
gross earnings to an account in the 401(k) plan and does 
not pay income tax on the contributed earnings. 


account = Subdivision under the three sections of the 
accounting equation used to summarize increases and 


decreases in assets, liabilities, and owner’s equity. 


accountant = A person who handles a broad range of 
jobs related to the making of choices and decisions about 
the design of a business’s accounting system and the 


preparation and explanation of financial reports. 


accounting clerk — Entry-level job that can vary with 
the size of the company from specialization in one part 


ot the system to a wide range of recordkeeping tasks. 


accounting cycle The accounting period of a business 
is separated into activities that help the business keep its 


accounting records in an orderly fashion. 


accounting equation The basis for keeping all 
accounting records in balance. Assets = liabilities + 


owner's equity 


accounting period A period of time covered by an 
accounting report. 


accounting system A systematic process of recording 
and reporting the financial information resulting from 


business transactions. 


accounts payable The amount of money owed, or 


payable, to the creditors of a business. 


accounts payable subsidiary ledger A separate ledger 
that contains accounts for all creditors; it is summarized 
in the Accounts Payable controlling account in the 


general ledger. 


accounts receivable The total amount of money owed 


to a business. 


accounts receivable subsidiary ledger A separate 
ledger that contains accounts for all charge Customers; it 
. fe ‘ È e . 

is summarized in the Accounts Receivable controlling 


account in the general ledger. 


accumulated depreciation ‘The total amount of 
depreciation for a plant asset that has been recorded up 


to a specific point in time. 


accumulated earnings The employee’s year-to-date 
gross earnings, or the employee’s gross earnings from the 
beginning of the year through the end of each pay 


period. 
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adjustment An amount that is added to or subtracted 


from an account balance to bring that balance up-to-date. 


administrative expenses Costs related to the 


management of a business (for example, office expenses). 


aging of accounts receivable method A method of 
estimating bad debts expense in which each customer’s 
account is examined and classified by age; the age 
classifications are multiplied by certain percentages; and 
the total estimated uncollectible amounts are added to 
determine the end-of-period balance of Allowance for 
Uncollectible Accounts. 


allowance Reduces the amount of income tax to be 


withheld. 


allowance method A method of accounting for 
uncollectible accounts in which an estimate is made of 
the amount of sales on account for which payment will 


not be received. 
assets Property or items of value owned by a business. 


authorized capital stock. The maximum number of 
shares of stock a corporation may issue. 


B 


balance sheet 
liability, and owner’s equity accounts at the end of the 


A report of the balances in all asset, 


period. 


bank discount The interest charge deducted in 


advance on a non-interest-bearing note payable. 


bank service charge A fee the bank charges for 
maintaining bank records and processing bank 
statement items for the depositor. 


bank statement An itemized record of all the 
transactions in a depositor’s account over a given period, 


usually a month. 


bankcard A card issued by a bank that can be used to 
withdraw cash and to make payments for goods and 


services at many businesses in place of writing checks. 


bankcard fee A fee charged for handling bank card 
sales slips; it is usually based on the total dollar volume 


of the bank card sales processed. 
base year A year or period that is used for comparison 


in financial statements analysis. 





beginning inventory The merchandise a business has 
on hand at the beginning of a fiscal period. 


board of directors. A group ot people, elected by the 
common stockholders, who are responsible for the 


affairs of a corporation. 


book value The value of an asset at a specific point in 
time. For a plant asset, it equals the initial cost of the 
plant asset minus the accumulated depreciation. 


book value of accounts receivable "The amount the 
business can reasonably expect to receive from all its 
charge customers. 


business entity Exists independently of its owner's 
personal holdings. The accounting records and reports 
are maintained separately and contain financial 
information related only to the business. 


business transaction A business event, such as the 
buying, selling, or exchange of goods, that causes a 
change in the assets, liabilities, or owner’s equity of a 
business. 


C 


calendar year Period for which a business begins on 
January 1 and ends on December 31. 


canceled checks Checks paid by the bank and 
deducted from the depositor’s account. 


capital Money supplied by investors, banks, or owners 
of a business. Refers to the dollar value of assets 
contributed to the business. 


Capital Stock The account that represents the total 
amount of investment in the corporation by its 
stockholders (owners). 


cash discount The amount a customer can deduct 
from the amount owed for purchased merchandise if 
payment is made within a certain time. 


cash payments journal A special journal used to 
record all transactions in which cash is paid out or 
decreased. 


cash receipt The cash received by a business. 


cash receipts journal — A special journal used to record 
all transactions in which cash is received. 


cash sale A transaction in which the business receives 
full payment for the merchandise sold at the time of 
the sale. 


certified public accountant — A public accountant who 
has passed the licensing exam on accounting theory, 


practice, auditing, and business law. (CPA) 


change fund An amount of money, consisting of 
varying denominations of bills and coins, that is used to 


make change in cash transactions. 


charge customer A customer to whom a sale on 
account is made. 


chart of accounts A list of all the accounts and their 
assigned account numbers, used in journalizing 
transactions. 


charter A legal written permission that gives a 
corporation certain rights and privileges and spells out 


the rules under which the corporation is to operate. 


check A written order from a depositor telling the 
bank to pay a stated amount of cash to the person or 
business named on the check. 


check stub A source document that lists the same 
information that appears on a check and shows the 
balance in the checking account before and after each 
check is written. 


checking account Allows a person or business to 
deposit cash in a bank and to write checks against the 
account balance. 
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closely held corporation A corporation, often owned 
by a few people or by a family, that does not offer its 
stock for sale to the general public. 


closing entries Journal entries made to close, or 
reduce to zero, the balances in the temporary capital 
accounts and to transfer the net income or net loss for 
the period to the capital account. 


commission An amount paid to an employee based 
on a percentage of the employee’s sales. 


common stock The stock issued by a corporation 
when it is authorized to issue only one class of stock. 


comparability The accounting principle that allows 
the financial information from one period to be 
compared to that of another period; also, the 
comparison of financial information of two or more 
businesses. 


compound entry A journal entry with two or more 
debits or two or more credits. 


computerized accounting system A system in which 
financial information is recorded by entering it into a 


computer. 
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conservatism principle 


Accounting guideline requiring 
that accountants choose the safer, or more conservative, 


method when there is a choice of procedures. 


consistency principle The consistent use of an 
inventory costing method helps owners and creditors 


compare financial reports from one period to another. 


contra account) An account whose balance is a decrease 


to another account. 


controlling account = An account that acts as a control 
on the accuracy of the accounts in a related subsidiary 
ledger; its balance must equal the total of all the account 


balances in the subsidiary ledger. 


corporation Business organization that is recognized 


by law to have a life of its own. 


correcting entry An entry made to correct an error in a 


journal entry discovered after posting. 


cost of merchandise The actual cost to the business of 


the merchandise sold to customers. 


credit An agreement to pay for a purchase at a later 


time; an entry to the right side of a T account. 


credit cards Cards containing a customer’s name and 
account number presented when buying merchandise on 


account. 


credit memorandum A form that lists the details of a 


sales return or sales allowance. 


credit terms ‘Terms that set out the time allowed for 


payment for a sale on account. 


creditor A person or business that has a claim to the 
assets of a business; a person or business to which money 


is owed. 


current assets Assets that are either used up or 
converted to cash during the normal operating cycle of 


the business, usually one year. 


current liabilities Debts of the business that must be 


paid within the next accounting period. 
current ratio The relationship between current assets 
and current liabilities; calculated by dividing the dollar 


amount of current assets by the dollar amount of current 


D 


liabilities. 


debit An amount entered on the /eft side of the T account. 


debit memorandum — The form a business uses to notify 


its supplier (creditor) of a return or allowance. 


834 Glossary 





deduction An amount that is subtracted from an 
employee's gross earnings. 


deposit slip A bank form listing the cash and checks to | 
be deposited. 


depositor A person or business that has cash on 


deposit in a bank. 


depreciation Allocating the cost of a plant asset over 
an asset’s useful life. 


direct deposit The depositing of an employee’s net pay 
directly into her or his personal bank account; usually 


made through electronic funds transfer. 


direct write-off method A procedure in which an 
uncollectible account is removed from the accounts 

receivable subsidiary ledger and the controlling account 
in the general ledger when a business determines that | 
the amount owed is not going to be paid. | 


discount period The period of time within which an . 
invoice must be paid if a discount is to be taken. 


disposal value The estimated value of a plant asset at | 
its replacement time; often called trade-in value or 


salvage value. 


dividend A return on the investments by the 
stockholders of a corporation; charged against the 
corporation’s retained earnings. 


double-entry accounting — A financial recordkeeping 
system in which each transaction affects at least two 
accounts; for each debit there must be an equal credit. 


drawee The bank on which a check is written. 


drawer The person who signs a check. 


due dates The date by which an invoice must be paid. 


E | 


electronic badge readers — Employee is issued an 
identification badge with a magnetic strip that contains 
employee information. When the employee inserts the 
identification badge into the badge reader, the magnetic 


strip is scanned and information is transferred directly to | 


Electronic Federal Tax Payment System (EFTPS) 
Larger businesses deposit income tax payments by 


the computer. 
electronic funds transfer. 
t 


Electronic Funds Transfer System (EFTS) Allows 
banks to transfer funds among accounts quickly and 


accurately without the exchange of checks. 





employee's earnings record An individual payroll 
record prepared for each employee; includes data on 


earnings, deductions, net pay, and accumulated earnings. 


ending inventory The merchandise a business has on 
hand at the end of a fiscal period. 


endorsement An authorized signature written or 
stamped on the back of a check representing receipt and 
deposit or payment of check. 


entrepreneur A person who transforms ideas for 
products or services into real-world businesses. 


equity The total financial claims to the assets, or 
property, of a business. 


expense The cost of the goods or services that are used 
to operate a business; expenses decrease owner's equity. 


external controls. The measures and procedures 
provided outside the business to protect cash and other 
assets. 


F 


face value The amount written on the face of a 
promissory note; usually the same as the principal. 


Federal Tax Deposit Coupon A form sent with 
payment for FICA and federal income taxes or federal 
unemployment taxes to indicate the total amount of 
taxes being paid. 


Federal Unemployment Tax Act (FUTA) 
employers to pay unemployment taxes. 


Requires 


financial accounting Reporting information to 
external users (individuals not directly involved in the 
day-to-day operations of the business). 


financial claims Legal rights to an item. 


financial reports. Summarized information about the 
financial status of a business. 


financial statements Prepared to summarize the 
changes resulting from business transactions that occur 
during an accounting period. 


first-in, first-out method An inventory costing 
method that assumes that the first items purchased (first 
in) were the first items sold (first out). 


fiscal year An accounting period of twelve months. 


FOB destination Shipping terms specifying that the 
supplier pays the shipping cost to the buyer’s 
destination. 


FOB shipping point Shipping terms specifying that 
the buyer pays the shipping charge from the suppliers 
shipping point. 


footing A column total written in small pencil figures 


Form 940. The employers unemployment tax return; 
it includes both federal and state unemployment taxes 
paid during the year. 

Form 941 
it reports the accumulated amounts of FICA and federal 


The employer's quarterly federal tax return; 


income tax withheld from employees’ earnings for the 


quarter, as well as FICA tax owed by the employer. 


Form W-2_ A form that provides the employee with a 
summary of earnings and amounts withheld for federal, 
state, and local taxes; also called a wage and tax 
statement. 

Form W-3 The Transmittal of Wage and Tax 
Statements, filed with the federal government to 
summarize the information contained on the 
employees’ Forms W-2. 

for-profit business Business that operates to earn 
money for its owners. 

free enterprise system A system in which people are 
free to produce the goods and services they choose. 


full disclosure Accounting guideline requiring that a 
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financial report include enough information so that it is 
complete. 


G 


general journal An all-purpose journal in which all 
the transactions of a business may be recorded. 


general ledger The group of accounts used by a 
business. 


generally accepted accounting principles (GAAP) A 
set of rules used by accountants to prepare financial 
reports. 


going concern The assumption that a business entity 
will continue to operate for an indefinite time. 


gross earnings The total amount of money an 
employee earns in a pay period. 

gross profit on sales. The amount of profit made 
during the fiscal period before expenses are deducted; it 
is found by subtracting the cost of merchandise sold 
from net sales. 
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horizontal analysis The comparison of the same items 
on financial statements for two or more accounting 
periods and the analysis of changes from one period to 


the next. 


I 


income statement A report of the net income or net 
loss tor a fiscal period; sometimes called a “profit and 


loss” statement. 


Income Summary account The account in the general 
ledger used to summarize the revenue and expenses for 


the fiscal period. 
interest The fee charged for the use of money. 


interest rate The fee charged for the use of the 


principal when a loan is made. 


interest-bearing note payable A note that requires the 


face value plus interest to be paid at maturity. 


internal controls Steps a business takes to protect cash 
(for example, limiting the number of persons handling 


cash). 


inventory The items of merchandise a business has in 


stock. 


investments Those assets owned by a business but not 


used in the operation of the business. 


invoice A bill; a form that lists the quantity, 
description, unit price, and total cost of the items sold 
and shipped to a buyer. 


The date on which a promissory note is 


J 


journal A chronological record of all of the 


issue date 


written. 


transactions of a business. 


journalizing The process of recording business 


transactions in a journal. 


L 


last-in, first-out method — An inventory costing 
method that assumes that the last items purchased are 
the first items sold. 
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ledger A book or file containing a separate page for 
each business account; serves as a permanent record of 
financial transactions. 


ledger account form The accounting stationery used 
to record financial information about specific accounts. 


liabilities Amounts owed to creditors; the claims of 
creditors to the assets of the business. 


lifestyle The way you use your time, energy, and 


resources. 


liquidity ratio The measure of a business's ability to 
pay its current debts as they become due and to provide 
for unexpected needs of cash. 


long-term liabilities Debts that are not required to be 
paid within the next accounting period. 


loss The result of a company’s spending more than it 


M 


maker The person or business promising to repay the 


receives in revenue. 


principal and interest when a loan is made. 


Management accounting Reporting information to 
management, often referred to as accounting for internal 
users of accounting information. 


manual accounting system A system in which 
accounting information is recorded and processed 

by hand. 

manufacturing business A business that transforms 
raw materials into finished products through the use of 
labor and machinery. 

market value The current price that is being charged 
for similar items of merchandise in the market. 
matching principle Principle stating that expenses are 
compared to revenues for the same period. 

materiality An accounting guideline stating that 
relatively important data should be included in financial 


reports. 


maturity date The due date of a promissory note; the 
date on which the principal and interest must be paid. 


maturity value The principal plus interest on a note 
that must be paid on the maturity date. 


memorandum A brief written message that describes a 
transaction that takes place within a business. 


merchandise Goods bought for resale to customers. 








merchandising business A business that buys goods 
(for example, books or clothing) and then sells those 


goods for a profit. 


mutual agency The characteristic of partnerships 
under which any partner can enter into agreements for 
the business that are binding on all other partners. 


N 


net income The amount of revenue that remains after 
expenses for the period are subtracted. 


net loss. The amount by which total expenses exceed 
total revenue. 


net pay The amount left after total deductions are 
subtracted from gross earnings. 


net purchases The total cost of all merchandise 
purchased during a fiscal period, less any purchases 
discounts, returns, or allowances. 


net sales The amount of sales for the period less any 
sales discounts, returns, or allowances. 


networking Making contacts with people to share 
information and advice. 


noninterest-bearing note payable A note from which 
the interest is deducted at the time the note is made; a 
promissory note that has no stated rate of interest on its 
face. 


normal balance The increase side of an account: 
assets, debit side; liabilities and capital, credit side. The 
word normal used here means usual. 


note payable A promissory note issued to a creditor. 


note receivable A promissory note that a business 
accepts from a customer or other person who owes the 
business money. 


not-for-profit organization An organization that does 


not operate for the purpose of making a profit. 


NSF check A check returned to the depositor by the 
bank because there are not sufficient funds in the 
drawer's checking account to cover the check. 


O 


on account When a business or individual buys an 


item on credit. 


online The direct link-up of a terminal or cash register 
to a centralized computer system. 


operating expenses The cash spent or assets 
consumed to earn revenue for a business; operating 


expenses do not include federal income tax expense. 


operating income The taxable income ot a 


corporation. 


other expense A non-operating expense; an expense 
that does not result from the normal operations of the 


business. 


other revenue Non-operating revenue that a business 


receives from activities outside its normal operations. 


outstanding checks Checks that have been written 
but have not yet been presented to the bank for 


payment. 


outstanding deposits Deposits that have been made 
and recorded in the checkbook but do not appear on the 


bank statement. 


overtime rate Employers are required to pay overtime 
when employees covered by these laws work more than 


40 hours per week. 


owner’s equity  Owner' claims to the assets of the 


business. 
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packing slip A form that lists the items included in 
the shipment. 


Paid-in Capital in Excess of Par The account that 
represents the amount of cash received by a corporation 
over the stock’s par value. 


par value The dollar amount assigned to each share of 
stock when the corporation’s charter is approved; used 
to determine the amount credited to the capital stock 
account. 


partnership Business owned by two or more persons, 
called partners, who agree to operate the business as co- 


Owners. 


partnership agreement A written document that sets 


out the terms under which the partnership will operate. 


partnership liquidation Ending a partnership 
involves winding up the affairs of the partnership 


business. 


pay period The amount of time over which an 
employee is paid. 


payee The person or business to whom a check is 
written or a note is payable. 
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payroll A list of the employees and the payments due 
to each employee for a specific pay period. 


payroll clerk Responsible for preparing the payroll. 


payroll register A form that summarizes information 
about employees’ earnings for each pay period. 


Payroll Tax Expense Account where the employer's 
payroll taxes are recorded. 


percentage of net sales method A method of 
estimating uncollectible debts expense in which a 
business assumes that a certain percentage of each year’s 
net sales will be uncollectible. 


periodic inventory system An inventory system in 
which the number of items on hand is determined by a 
physical count. 


permanent accounts Accounts that are continuous 
from one accounting period to the next; balances are 
carried forward to the next period (for example, assets, 
liabilities, and Owner’s capital accounts). 


perpetual inventory system An inventory system in 
which a constant, up-to-date record of the amount of 
merchandise on hand is maintained. 


personal interest tests Tests that uncover personal 
preferences you can use to research potential careers and 
determine which ones match your particular interests. 


personality A set of unique qualities that makes us 
different from all other people. 


petty cash disbursement A payment made from the 
petty cash fund. 


petty cash fund Cash kept on hand for making small, 
incidental cash payments. 


petty cash register A record of all disbursements made 
from the petty cash fund. 


petty cash requisition A form requesting money to 
replenish the petty cash fund. 


petty cash voucher A form that provides proof of 
payment from the petty cash fund. 

petty cashier The person responsible for maintaining 
the petty cash fund and for making petty cash 


disbursements. 


physical inventory An actual count of all the 
merchandise on hand and available for sale. 


plant assets | ong-lived assets that are used in the 
production or sale of other assets or services Over several 


accounting periods. 
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point-of-sale terminal — Electronic cash register. 


post-closing trial balance Prepared to verify that 
total debits equal total credits after the closing entries 


are posted. 


posting The process of transferring information from 
the general journal to individual general ledger accounts, 
the fourth step in the accounting cycle. 


preterred stock Stock whose owners have certain 
privileges over common stockholders. 


premium The amount paid for insurance. 


principal The amount of money being borrowed on a 
promissory note. 


proceeds The amount of cash actually received by a 
borrower on a non-interest-bearing note payable. 


processing stamp A stamp placed on a creditor’s 
invoice that outlines the steps to be followed in 
processing the invoice for payment. 


profit The amount of revenue earned above the 
expenses incurred to operate the business. 


profitability ratio Ratios used to evaluate the earnings 
performance of a business during the accounting period 
(for example, return on common stockholders’ equity). 


promissory note A written promise to pay a certain 
amount of money at a specific future time. 


property Items of value that are owned or controlled 
by a business; economic resources of a business. 


property rights Creditors’ and owners’ financial claims 
to the assets of a business. 


proving cash_ The process of determining whether the 
amounts of cash recorded in the accounting records of a 
business and in its checkbook agree. 


proving the ledger Adding all debit balances and all 
credit balances of ledger accounts and then comparing 
the two totals to see whether they are equal. 


proxy A document that transfers a stockholder’s voting 
rights to someone else. 


public accounting Accounting services that range 
from tax preparation to merger and acquisition 
consultation; a variety of accounting services offered 
to businesses. 


publicly held corporation A corporation whose stock 
is widely held, has a large market, and is usually traded 
on a stock exchange. 


purchase order A written offer to a supplier to buy 
certain items. 


purchase requisition A written request that a certain 
item or items be ordered. 


Purchases account The account used to record the 
cost of merchandise purchased during a fiscal period. 


purchases allowances A price reduction given when a 
business keeps unsatisfactory merchandise it has bought. 


purchases discount Term used by the buyer to refer to 
a cash discount offered for early payment. 


purchases journal A special journal used to record all 
transactions in which items are bought on account. 


purchases returns The return to the supplier for full 
credit of merchandise bought on account. 


Q 


quick ratio A measure of the relationship between 
short-term assets and current liabilities. 


R 


ratio analysis 
amounts on a financial statement and the evaluation of 
the relationship between these amounts. 


Involves the comparison of two 


receipt A form that serves as a record of cash received. 


reconciling the bank statement The process of 
determining any differences between a bank statement 
balance and a checkbook balance. 


relevance A characteristic of accounting requiring that 
information “make a difference” in reaching a business 
decision. 


reliability A characteristic requiring that accounting 
information be reasonably free of bias and error. 


report form A format for preparing the balance sheet 
in which the classifications of accounts are listed one 


under another. 


restrictive endorsement A chéck endorsement that 
restricts or limits how a check may be handled (for 
example, “For Deposit Only”). 


retailer A business that sells to the final user, the 
consumer, 


retained earnings Earnings held by a corporation and 
not paid to stockholders as a return on their investment. 


return on sales. The portion of each sales dollar that 
represents profit. To calculate this ratio, divide net 


income by sales. 


revenue = [ncome earned from the sale of goods and 


services. 


revenue recognition Accounting principle that states 
that revenue is recognized and recorded on the date it is 


earned even if cash has not been received. 
ruling A single line drawn under a column of figures to 


signify that the entries above the rule are to be added or 
subtracted; a double rule under an amount signifies a total. 


S 


Salaries Expense The expense account used to record 


employees’ earnings. 


salary A fixed amount of money paid to an employee 
for each pay period. 


sale on account The sale of merchandise that will be 
paid for at a later date. 


Sales A revenue account to record the amount of the 
merchandise sold. 


sales allowance A price reduction granted for 
damaged goods kept by the customer. 
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sales discount A cash discount. 


sales journal A special journal used to record only the 
sale of merchandise on account. 


sales return 
cash refund. 


Any merchandise returned for credit or a 


sales slip A form that lists the details of a sale. 


sales tax A tax levied by a city or state on the retail 
sale of merchandise. 


schedule of accounts payable A list of all creditors in 
the accounts payable ledger, the balance in each 
account, and the total amount owed to all creditors. 


schedule of accounts receivable A list of each charge 
customer, the balance in the customer/s account, and 
the total amount due from all customers. 


selling expenses Expenses incurred in selling or 


marketing the merchandise or services sold by a business. 
service business Provides a needed service for a fee. 


signature card A card containing the signature(s) of 
the person(s) authorized to write checks on a checking 
account. 
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skills Activities that you perform well. 


slide error Accidental misplacement of a decimal 


point in an amount. 
sole proprietorship A business owned by one person. 


source document A paper prepared as evidence that a 


transaction occurred. 


special journals. Multicolumn journals that have 
columns reserved for the recording of specific types of 


transactions. 


specific identification method An inventory costing 
method in which the exact cost of each item in 
inventory is determined and assigned; used most often 
by businesses that have a low unit volume ot 
merchandise with high unit prices. 


State Unemployment Tax Act (SUTA) — Requires 
employers to pay unemployment taxes. 


statement of changes in owner's equity A financial 
statement prepared to summarize the effects of business 


transactions on the capital account. 


statement of changes in partners’ equity A financial 
statement that reports the changes in each partner's 


capital account as a result of business operations. 


statement of retained earnings A statement that 
reports the changes that have taken place in the Retained 
Earnings account during the fiscal period; prepared as a 
supporting document for the balance sheet. 


statement of stockholders’ equity A statement that 
reports the changes that have taken place in all of the 


stockholders’ equity accounts during the period. 


stockholders’ equity The value of the stockholders’ 


claims to the assets of the corporation. 


stop payment order A demand by the drawer that the 
bank not honor a certain check. 


straight-line depreciation A method of equally 
distributing the cost of a plant asset over the asset’s 


estimated useful life. 


subsidiary ledger A ledger that is summarized in a 
controlling account in the general ledger. 
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I 


T account. An account shaped like a “T” that is used 
for analyzing transactions. 


temporary capital accounts Accounts used to record 
information during the fiscal period that will be 
transferred to a permanent capital account at the end of 


the period. 


term The length of time the borrower has to repay a 
promissory note. 


tickler file A file that contains a folder for each day of 
the month; invoices are placed in the folders according 
to their due dates. 


time card A record of the time an employee arrives at 
work, the time the employee leaves, and the total 
number of hours worked each day. 


transposition error Occurs when two digits within an 
amount are accidentally reversed, or transposed. 


trial balance A proof of the equality of total debits 
and credits, the fifth step in the accounting cycle. 


U 


uncollectible accounts An account receivable that 
cannot be collected, sometimes called a bad debt. 


unemployment taxes Taxes collected to provide 
funds for workers who are temporarily out of work; 
usually paid only by the employer. 


V 


values Concepts or ideas held important or worthwhile. 


vertical analysis A method of analysis that requires 
the restating of each dollar amount reported on a 
financial statement as a percentage of a base amount 
reported on the same statement. 


voiding a check Canceling a check by writing the 
word “Void” across the front in ink. 








W wholesaler A business that sells to retailers 
withdrawal [he removal of cash or another asset from 


wage An amount of money paid to an employee at a the business by the owner for personal use. 


specified rate per hour worked. 
work sheet A working paper used to collect 


weighted average cost method — An inventory costing information from ledger accounts for use in completing 
method in which all purchases of an item are added to end-of-fiscal-period work. 
the beginning inventory of that item; the total cost is 


then divided by the total units to obtain the average cost working capital “The amount by winel Cament assets 


si exceed current liabilities. 
per unit. 
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ABA (American Bankers Association) number, 259 
account, SO. See also specific accounts 
cash received on, 371-372 
contra, 363 
controlling, 360 
determining balance of, 74 
four-column form, 153 
normal balance of , 74 
number, 73 
opening an, 154-155 
payment on, 404-405 
purchase on, 393-396 
sale on, 355 
subsidiary, 359 
T, 73-74, 78 
temporary capital, 96-97, 98-102 
uncollectible, 652, 656 
zero balance, 163 
account name section 
on work sheet, 184 
accountant, 14, 16. See also careers 
accounting, 46 
careers, in 14-16, 18, 36, 84, 110, 165, 215, 
274, 338, 401, 472, 530, 584, 642 
financial, 33 
management, 33 
payroll, 
reports, 33 
system, 32 
accounting clerk, 16 
accounting cycle, 122-124 
analyze business transactions, 51, 124 
collecting source documents, 123 
journalize business transactions, 126-127 
journalizing adjusting entries, 126, 486-487, 
501 
journalizing closing entries, 232-235 
for merchandising business, 560, 561 
posting, 157-159 
posting closing entries to general ledger, 
243-244 
preparing a post-closing trial balance, 245 
preparing a trial balance, 166-169 
preparing financial statements, 204-205 
preparing the work sheet, 183-185 
steps in, 122 
accounting equation, 48, 51 
accounting period, 34, 124 
at end of the, 232 
closing the, 250 
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accounts 
chart of, 72 
classifying, 50-51 
numbering, 73 
opening, 154-155 
permanent, 98 
temporary capital, 96-97, 98-102 
accounts payable, 51 
accounts payable subsidiary ledger, 393 
posting to the, 398, 399 
accounts payable subsidiary ledger form, 394 
accounts receivable, 51, 360 
aging ot, 668-669 
book value of, 659, 660 
uncollectible, 674 
accounts receivable debit column, 426 
accounts receivable subsidiary ledger, 359-360 
posting to the, 365 
accumulated depreciation, 631 
account for, 634, 635-636 
accumulated earnings, 302 
adjusting entries, 
in computerized accounting, 508 
for depreciation expense, 633-636 
posting to general ledger, 501 
See also adjustments 
adjustments 
to Prepaid Insurance, 492-494 
to Supplies, 491-492 
to tax accounts, 494 
in ten-column work sheet, 486-489 
See also adjusting entries 
administrative expenses, 526 
aging of accounts receivable method, 668-669 
allowance, 294 
allowance method, 659-665 
American Bankers Association (ABA) number, 259 
analysis 
horizontal, 534 
ratio 220-221 
vertical, 528, 628 
analyzing 
balance sheet 534-535 
otf business transactions 78, 104-107, 124 
income statement 528 
annual report, 399, 439 
asset accounts, 74-75 
assets, 47 
current, 220, 626 
plant, 626, 627, 628 
rules of debit and credit, 
assets section 
of balance sheet, 217 
authorized capital stock, 575 











B 


bad debt, 652. See also uncollectible accounts 
balance sheet, 204, 216, 586-587, 665 
analysis of, 534-535 
assets section, 217 
classifying, 561 
heading, 216-217 
liabilities and owner's equity section, 218 
for partnership, 755 
proving the, 218-219 
and ratio analysis, 220-221 
for stockholders’ equity accounts, 532-534 
ot ten-column work sheet, 499 
ot a work sheet, 187, 189 
bank discount, 710 
bank service charges, 267 
recording, 269 
bank statement, 266-267 
reconciling, 267-268, 278 
bankcard, 368 
bankcard tees, 406, 407 
bankcard sales, 368-369 
recording, 373-374 
banking procedures, 270 
endorsing checks, 261 
opening a checking account, 259-260 
making deposits, 260 
recording deposits, 261 
protecting cash, 258-259 
writing checks, 262-263 
base year, 534 
beginning inventory, 487 
board of directors, 575 
book of original entry, 124 
book value, 631 
of accounts receivable, 659, 660 
of notes payable, 708 
of plant assets, 627-628 
bookkeeper, 72 
business, 26-27 
decisions, 33 
not-for-profit, 15-16 
for profit, 15 
operations, 28 
organizations, 28-30 
business entity, 34 / 
business organizations, forms of, 29 
business transactions, 50-52 
analysis of, 78, 79-82, 104-107 
cash payment, 53 
credit, 53-55 
double-entry accounting, 73 
revenue and expense, 57-58 
source documents for, 123 
withdrawals, 58-59 


C 


calendar year, 124 
canceled checks, 266 
capital, 28 
capital account, 96 
capital investments 
division of profits and losses, 742-743 
capital stock 516, 517 
authorized, 575 
common, 575 
issuing, 576 
par value, 575 
preterred, 575, 577 
careers 
in accounting, 14-16, 18, 36, 84, 110, 165, 
215, 274, 338, 401, 472, 530, 584, 642, 689 
choosing, 6-9 
researching, 10-11 
setting goals for 11-12 
cash, proving, 265, 469, 470 
cash discounts, 369-370 
recording cash received on account with, 
371-372 
cash funds, 618 
cash payment 
for account purchases, 404, 405 
controls, 402 
other, 405 
and purchases, 412, 476 
transactions, 53 
cash payments journal, 458, 466-467 
posting from, 463-466, 467, 468 
proving 468 
recording in, 459-461, 462-463 
recording payroll in, 461, 462 
cash proof, 469-470 
for change fund, 601 
cash purchases 
recording, 403, 404 
cash receipts, 367 
recording, 370-375, 429 
and sales, 380, 444 
types of, 367-369 
cash receipts journal, 429, 435 
recording in, 430-433 
posting, 433-433, 435, 436-437 
proving, 438 
cash received on account, 371-372 
cash refunds, 363, 364 
cash register, 368 
cash register tape 
as source document, 601 
cash sales, 367-368 
recording, 372-373 


Index A 843 











cash short and over, 602-603 
in petty cash fund, 612-613 
certified public accountant (CPA), 16 
change fund, 600-601 
cash short and over, 602, 603 
charge customers, 358 
cash received from, 368, 370-371 
chart of accounts, 72 
for a merchandising corporation, 355 
for a sole proprietorship service business, 73 
charter, 30 
check-less system, 271 
checkbook, 259 
checking account 
making deposits to, 260 
opening a, 259 
recording deposits to, 261 
checks, 259, 260 
canceled, 266 
endorsing, 261 
NSF, 270 
payroll, 301 
routing of, 272 
stub, 123, 261, 262 
voiding, 263 
writing, 262-263 
closely held corporations, 574. See also 
corporations, publicly held corporations 
closing the accounting period, 250 
closing entries, 232 
for depreciation expense, 639, 640 
for expense accounts, 237-238 
for revenue accounts, 236-237 
for temporary capital accounts, 236-241 
for withdrawals account, 240-241 
journalizing, 232-235, 550-554 
posting to general ledger, 243-244 
closing the fiscal year, 566 
closing the general ledger, 551-554, 556-559 
closing process, 233-234 
collecting and verifying source documents, 123 
commission, 291 
common stock, 575 
dividends, 582 
issuing, 576, 577 
comparability, 519 
comparative income statement, 528 
compound entry, 238 
computerized accounting system, 32, 88, 394 
accounts receivable subsidiary ledger in a, 360 
adjusting entries, 508 
closing accounting period, 250 
closing fiscal year, 566 
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customizing financial statements, 592 
electronic spreadsheets, 64 
financial statements, 520 
general journal entries, 144 
general ledger, 153, 154 
inventory costing, 696 
maintaining cash funds, 618 
payroll and, 303 
posting to the general ledger, 174 
preparing financial statements, 226, 540 
preparing payroll, 308 
preparing a trial balance, 198 
purchases and cash payments in, 476 
receipts, 380 
reconciling bank statements, 278 
recording depreciation, 646 
recording general journal entries, 144 
recording notes receivable and payable, 722 
recording and paying payroll taxes, 342 
recording purchases and cash payments, 412 
recording sales and cash receipts, 380 
sales and cash receipts in, 444 
setting up the general ledger, 114, 722 
starting new company, 748 
writing-off uncollectible accounts receivable, 
674 
conservatism principle, 691 
consistency principle, 690 
contra account, 363 
contra cost of merchandise, 397 
controlling account, 360 
corporation, 30 
characteristics of, 574-575 
recording ownership for, 516-517 
See also publicly held corporations 
correcting entry, 168 
correcting errors 
in journal entries, 139 
in trial balance, 168-169 
cost of merchandise, 391 
CPA (certified public accountant), 16 
credit, 74 
equality with debits, 108 
purchasing on, 47 
credit balance column, 153 
credit cards, 358 
credit memorandum, 362, 363 
credit terms, 359 
credit transactions, 53 
creditor, 47, 48 
current assets, 220, 626 
current liabilities, 220 
current ratio, 220 





D 
debit, 74 


equality with credits, 108 
rules of, 74,75 
debit balance column, 153 
debit memorandum, 397 
debit-credit rule, 78 
debt to equity ratio, 714 
deductions, payroll, 316 
required, 293-296 
voluntary, 297, 332 
deposit slip, 260 
deposit ticket, 260 
depositor, 259 
depreciation 
accumulated, 631, 634, 635-636 
adjusting for depreciation expense, 633-636 
calculating, 630-631 
journalizing adjusting entries for, 638 
journalizing closing entries for, 639-640 
recording, 646 
reporting on financial statements, 637-638 
of plant assets, 627, 628 
schedule, 633 
summary of, 633 
direct deposit, 271, 301 
direct write-off method, 652-656 
disclosure, full, 519 
discount period, 391 
disposal value, 628 
dividends, 579-582 
division of profits and losses, 739 
capital investment, 742-743 
equal, 739-740 
fractional share, 740-742 
double rule, 185, 217 
double-entry accounting, 73-76, 108 
drawee, 263 
drawer, 263 
due date, 395 


E 


EFTPS (Electronic Federal Tax Payment System), 
328 

EFTS (Electronic Funds Transfer System), 271 

electronic badge readers, 290 

electronic spreadsheets, 64 

employee’s earnings record, 302 

employer's payroll taxes, 322-323 
journalizing, 323-324 
posting to general ledger, 325 
quarterly report, 334-336 

end-of-period reports, 484 


ending inventory, 487 
adjustment for, 487,489 
determining cost of, 684 
endorsement, 261 
entrepreneurs, 27, 34 
traits of, 27, 28, 29 
entries, adjusting, 508 
closing, 232 
equality of debits and credits, 108 
equity, 47, 48 
stockholders’, 517-518, 535, 575, 582 
statement of stockholders’, 585-586 
errors 
in balance sheet section, 191 
in a cash proof, 470 
in checkbook, 265 
correcting, 139, 168-169 
erasing an error, 168 
finding, 108,167-168 
preventing in payroll, 303 
when reconciling bank statement, 268 
slide, 167 
in subsidiary ledger, 438, 439 
transposition, 167 
when writing checks, 263 
estimated useful life, of plant asset, 627 
ethics 
in accounting 12, 34, 48, 82, 102, 139, 155, 193, 
213, 241, 263, 303, 320, 356, 407, 427, 456, 489, 
520, 554, 587, 603, 640, 656, 682, 706, 737, 755 
expense, 57, 96 
accrued, 784 
uncollectible, 658 
deterred,787 
depreciation, 633, 636 
operating, 526 
section of income statement, 207-208 
section on worksheet, 207-208 
expense accounts, 97, 100-101 
closing, 237-238 
external controls, 258-259 


F 


face value of note, 703 
federal income tax 
EFTPS, 328 
paying, 327, 330 
payroll deductions for, 293-296 
Federal Insurance Contributions Act (FICA), 296 
employer’s, 322-323 
Federal Tax Deposit Coupon, 327, 330 
Federal Unemployment Tax Act (FUTA), 323, 330 
FICA (Federal Insurance Contributions Act), 296 
employee's 296 
employer’s, 322-323 
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FIFO (first-in, first-out), 655-686 
financial accounting, 33 
financial claim, 46, 47, 48 
financial position, 484 
financial reports, 32 
financial statements, 72, 204 
analyzing, 221,245, 272, 297, 336, 375, 399, 


439, 4/0; 503, 539, 901, 562, 613, 665, 687, 


714, 743, 761, 628 
balance sheets, 665 
customizing, 592 
end-ot-period, 519-520 
income statement, 205 
preparing computerized, 226, 540 
recording depreciation on, 637-638 
statement of changes in owner's equity, 204, 
210-213 
statement of changes in partner’s equity, 
754-755 
statement of retained earnings, 531-532 
finding errors also see errors 
in trial balance, 108, 167-168 
first-in, first-out method (FIFO), 685-686 
fiscal year (period), 124 
closing the, 566 
FOB destination, 405-406 
FOB shipping point, 406 
footing, 423 
for-profit business, 15 
Form 940, 334 
Form 941, 334, 335 
Form 8109, 327 
Form W-2, 334 
Form W-3, 336 
Form W-4, 293-294 
four-column ledger account form, 153 
fractional share basis, 740-742 
free enterprise system, 26 
full disclosure, 519 
FUTA (Federal Unemployment Tax Act), 323, 330 


G 


GAAP (generally accepted accounting principles), 
32, 34 
conservatism, 691 
consistency, 690 
revenue recognition, 106 
general journal, 126 
adjusting entries in, 126 
closing entries in, 232 
correcting errors in, 139 
recording entries in, 126-130 


846 Index A 


general ledger, 153 
closing, 551-554, 556-559 
posting closing entries to the, 243-244 
posting payroll to the, 319-320 
setting up the, 153-155, 174, 766 
generally accepted accounting principles. See GAAP 
going concern, 34 
gross earnings, 289 
gross profit on sales, 526 


heading 


on balance sheet, 216-217 

on income statement, 205 

work sheet, 183 
horizontal analysis, 534 
hourly wage, 290 


I 


income statement, 204, 205, 503, 522 
analysis of, 527-528, 628 
cost of merchandise sold, 523, 524, 525 
expenses section, 207-208 
gross profit on sales, 526 
net income section, 208, 526-527 
operating expenses, 526 
for partnership, 75 
revenue section, 206-207, 523 
section of a work sheet, 187, 189 
Income Summary, 235-236 
closing to capital, 238-240 
closing entries to, 236-238 
insurance 
prepaid, 402 
recording payment of, 402, 403 
interest, 
calculating note, 705-706 
interest rate, 70S 
interest table, 706 
interest-bearing notes payable, 708-710 
interests, personal, 7 
internal controls, 258, 259 
inventory 
beginning, 487 
determining quantity of, 680-682 
ending, 487 
as financial report, 687 
merchandise, 487-489 
physical, 682 
sheet, 682 
inventory costing, 696 
choosing, 690-691 








FIFO, 685-686 
LIFO, 686 
specific identification, 684-685 
weighted average cost, 686-687 
investments 47, 52 
invoice, 123 
processing supplier’s, 390 
issue date, 702 


journalizing, 124 
cash payments, 458, 466-467 
cash receipts, 429, 435 
closing entries, 232-235, 550-554 
correcting entries, 168 
emplover's payroll taxes, 323-324 
payroll, 316-318 
purchases, 450-451, 454, 455 
sales, 420, 421, 423, 424 
work sheet adjustments, 500 
journals, 124 
closing entries in, 232-235, 236 
special, 420 
usefulness of, 155 
See also specific journals 


K 


keeping the books, 72 


L 


last-in, first-out (LIFO) method, 686 
ledger, 72. See also specific ledgers 
ledger account form, 153 
ledger accounts 

opening, 154-155 
ledger, general. See general ledger 
ledgers 

usefulness of, 155 
liabilities, 48 

current, 220 

long term, 708 

payroll, 316-317 

rules of debit and credit, 74-75 
liabilities section 

on balance sheet, 218 
liability accounts, 75-76 
lifestyle, 9 
LIFO (last-in, first-out), 686 
liquidation 

partnership, 757-761 
liquidity ratios, 220-221 
local taxes, 296 
loss, 26 


lower-of-cost-or-market method, inventory 
valuation, 691 


M 


making deposits to checking, 260 
management 
and payroll accounting, 303 
use of income statements, 528 
use of journals and ledgers, 155 
use of work sheet, 189 
management accounting, 33 
manual accounting system, 32, 72, 394 
accounts receivable subsidiary ledger in a, 360 
general ledger in a, 153 
manufacturing business, 28 
market value, 691 
matching principle, 189 
materiality, 520 
maturity date, 702-704 
maturity value, 705 
memorandum, 123 
credit, 362, 363 
debit, 397 
merchandise 
cost of, 391 
recording cash purchases of, 403, 404 
recording credit purchases of, 47 
merchandise inventory, 356, 487-489, 680 
merchandising business, 28 
Merchandise Inventory, 356 
operating cycle 354, 356 
Sales, 356 
MICR number, on check, 260 
mutual agency, 735 





N 


net income, 190 
closing entry for, 551 
division of, for partnership, 739-743 
on an income statement, 205 
on a work sheet, 189 
net income section, 208 
net loss, 192 
at closing, 239-240, 554 
on an income statement, 208 
on a work sheet, 192-193 
net pay, 300 
net purchases, 524 
net sales, 523 
networking, 10 
noninterest-bearing notes payable, 710-714 
normal balance, 74 
not-for-profit organization, 15-16 
notes payable, 708 
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interest-bearing, 708-710 
noninterest-bearing, 710-714 
notes receivable, 716-717 
recording, 722 
See also promissory notes 
NSF checks, 270 
numbering the accounts, 73 


O 


on account, 53 
cash received, 371-372 
opening a checking account, 259-260 
opening ledger accounts, 154-155 
operating cycle for merchandising business, 
354, 356 
operating expenses, 526 
Operating income, 526 
other expense, 710 
other revenue, 716 
outstanding checks, 267 
outstanding deposits, 267 
overtime rate, 291 
owner withdrawals, 58, 96 
owner's capital accounts, 75-76 
owner's equity, 48 
return on, 245 
owner's equity section 
on balance sheet, 218 


P 


packing slip, 390 
paid-in capital in excess of par, 576 
par value, 575 
partners’ equity, 736, 737, 743 
statement of changes to, 754-755 
partnership, 30 
agreement, 735 
analysis of a, 761 
characteristics of a, 734-735 
division of profits and losses, 739-743 
financial statements for, 754-755 
liquidation of, 757-761 
pay period, 288 
payee, 262 
payroll, 288 
accounting, 303 
checks, preparing, 301 
deductions, 293-296, 297, 316 
employee's earnings record, 302-303 
employer's taxes, 322-323 
journa izing, 316-318 
managi ‘ial importance of, 303 
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posting to general ledger, 319-320 
preparing computerized, 308 
register, 299-300, 317 
payroll clerk, 288 
payroll liabilities, 316-317 
posting to, 332-333 
Payroll Tax Expense, 323-324 
payroll tax liabilities, 327-332, 342 
payroll tax reports, 334-336 
payroll taxes, employer’s 
FICA, 322-323 
FUTA and SUTA, 323 
journalizing, 323-324 
posting to general ledger, 325 
percentage of net sales method, 667-668 
periodic inventory system, 681 
permanent accounts, 98 
after closing, 245 
perpetual inventory system, 680-68 1 
personal interest tests, 10 
personality, 9-10 
petty cash disbursement, 605 
petty cash envelope, 610-611 
petty cash fund, 605-606 
cash short and over in, 612-613 
replenishing, 607-608 
petty cash register, 608-610 
petty cash requisition, 608 
petty cash voucher, 606-607 
petty cashier, 605 
physical inventory, 682 
plant assets, 626, 627, 628 
records of, 631 
See also depreciation 
point-of-sale terminals, 681 
post-closing trial balance, 232 
preparing a, 245, 559, 560 
posting, 157, 158-162, 163 
to accounts payable subsidiary ledger, 
396, 399 
to accounts receivable subsidiary ledger, 365 
closing entries to general ledger, 243-244 
a correcting entry, 169 
employer's payroll taxes to general ledger, 
ddò 
importance of, 159 
journal entries to general ledger, 153 
payroll to general ledger, 319-320 
payroll liabilities to general ledger, 332-333 
sales journal to general ledger, 422-423 
from work sheet, 501-503 
preferred stock, 575, 577 
dividends, 580-581 
premium, 402 


SS 


price-earnings ratio, 613 
proceeds, 710 
processing bankcard sales, 368 
processing stamp, 390 
protit, 26 
protitability ratios, 220 
promissory notes, 702 
bank discount, 710 
calculating interest on, 705-706 
determining maturity date of, 702-704 
See also notes payable; notes receivable 
property, 46 
property rights, 47 
protecting cash, 258-259 
proving cash, 265, 469, 470 
proving equality of balance sheet, 218 
proving the ledger, 166 
proxy, 575 
public accounting, 16 
publicly held corporations, 574 
dividends, 579-582 
financial reporting for, 585-587 
stock, 575-577 
purchase allowance, 396-397 
purchase discounts, 390-391 
purchase order, 389 
purchase requisition, 388, 389 
Purchases, 391 
purchases on account 
accounts payable subsidiary ledger, 393 
posting to accounts payable subsidiary ledger, 
398-399 
recording purchases on, 394-396, 404, 405, 
451-452 
purchases allowances, 396-397 
purchases and cash payments, 412, 476 
purchases journal, 450-451, 454, 455 
posting to accounts payable subsidiary ledger, 
452-453, 454 
posting special column totals to general 
ledger, 455, 456 
recording and journalizing purchases on 
account, 451-452 
purchases returns, 396, 397 
purchasing process, 388-390 


Q. 
R 


quick ratio, 221 


ratio 
analysis, 220-221 
current, 220 


debt to equity, 714 
liquidity, 220-221 
profitability, 220 
quick, 221 
price-earnings, 613 
return on sales, 221 
receipt, 123 
receipts, cash and sales, 444 
reconciling bank statements, 278 
recordkeeping, 73 
reinstatement, of written-off account receivable, 
655 
relevance, 519 
reliability, 519 
report form, 217 
restrictive endorsement, 261 
retailer, 354 
retained earnings, 518 
closing entries, 554 
statement of, 531-532 
return on sales, 220 
revenue, 57, 96 
accrued, 783 
deferred, 786 
revenue accounts, 97, 98-99 
closing, 236-237 
on an income statement, 207 
rules of debit and credit, 74-75 
revenue recognition, 106 
revenue section 
on income statement, 206 
routing checks, 272 
rules of debit and credit, 74, 75 
applying, 78-82, 104-107 
and equality, 108 
for temporary capital accounts, 98-102 
ruling, 185 
special journals, 423 
work sheet, 185, 497 


S 


Salaries Expense, 316 
salary, 289, 303 
and commission, 291 
Sales Account, 220, 356 
sales on account, 358 
recording, 360-362 
sales allowances, 362-363 
sales and cash receipts, 444 
sales credit column 
posting to Sales, 424 
sales discounts, 369 
sales journal, 420, 421, 423, 424 
posting to ledger, 422-423 
posting totals of, 424-426 
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proving at end of page, 426-427 
recording sales of merchandise on account, 
421-422 
sales of merchandise on account 
recording, 421-422 
sales returns, 362-363 
Sales Returns and Allowances account, 363 
sales slips, 358 
bankcard, 368 
sales tax, 359 
sales tax payable credit column, 425, 426 
schedule of accounts payable, 468 
schedule of accounts receivable, 438 
selling expenses, 526 
service business, 28 
service change, bank, 267 
shareholders, 30 
shipping charge, 406 
showing net income, 189 
showing net loss, 192 
signature card, 259 
six-column work sheet 
account name section, 184 
completing the, 191-192 
heading for, 183 
preparing the, 183-185, 193 
showing net income, 189-191 
showing net loss, 192 
See also ten-column work sheet; work sheet 
skills, 7, 8, 12 
slide error, 167 
social security tax, 296. See also FICA 
sole proprietorship, 29 
source documents, 123 
bank statements as, 269, 270 
for cash payments journal, 458 
cash register tapes as, 367, 601 
credit memos as, 363 
debit memos as, 397 
examination of, 124 
sales slips as, 358 
special journals, 420. See also specific journals 
specific identification costing method, 684-685 
spreadsheets, electronic, 64 
state taxes, 296, 329 
State Unemployment Tax Act (SUTA), 323, 331 
statement of changes in owner's equity, 204, 
210-213 
statement of changes in partners’ equity, 754-755 
statement of retained earnings, 531-532 
statement ot stockholders’ equity, 585-586 
stock 
capita 16, 517, 575 
card, 6t 
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common, 575, 576, 577 

dividends, 579-582 

preferred, 575, 577 
stockholders, 30, 574 
stockholders’ equity, 575, 582 

evaluating, 535 

reporting, 517-518 

statement of, 585-586 
stop payment order, 270 
stopping payment on a check, 270 
straight-line depreciation, 628, 631 
subsidiary ledger, 359 

errors in the, 438, 439 
summary of depreciation, 633 
SUTA (State Unemployment Tax Act), 323, 331 


I 


T accounts, 73-74, 78 

tax reports, 
payroll, 334-336 

tax tables, 294-295 

taxes 
EFTPS, 328 
employer’s payroll, 322-325 
federal income, 293-296 
FICA, 296, 322-323 
sales, 359 
social security, 296 
state and local, 296 
unemployment, 323 

temporary accounts, 245 

temporary capital accounts, 96-97, 98-102 
closing entries for, 236-241 

ten-column work sheet, 484 
adjustments in, 486-489, 491-494 
extending amounts, 498-499 
journalizing adjustments of, SOO 
posting from, 501-503 
trial balance section, 485, 496-497 
See also six-column work sheet; work sheet 

term, of promissory note, 702 

tickler file, 395 

time calendar, 704 

time card, 290 

traits 
of entrepreneurs 27, 28, 29 
personal 7, 8 

Transmittal of Wage and Tax statements 

(Form W-3), 336 

transposition error, 167 

trial balance, 166 
errors in, 167-169 
preparing a computerized, 198 
























(Index A Cont) 


preparing a post-closing, 559, 560 
on work sheet, 184-185 


U 


uncollectible accounts, 652, 656 
allowance method, 659-665 
direct write-off method, 652-656 
expense, 658 
reinstating, 655 
writing off, 653 

uncollectible accounts receivable, 674 
estimating, 667-669 

unearned revenue, 786 

unemployment taxes, 323 

unit price, 389 

useful life, of plant assets, 627 


V 


values, personal, 7-8 

verifying and collecting source documents, 123 
vertical analysis, 528, 628, 

voiding a check, 263 

voluntary payroll deductions, 297, 332 
voucher, petty cash, 606-607 


Ww 


wage and tax statements 
Form W-2, 334 
Form W-3, 336 

wages, 290, 303 
hourly, 290 
overtime, 291 

weighted average cost method, 686-687 

wholesaler, 354 

withdrawals, 58, 96 

withdrawals account, 96, 101 
closing to capital, 240-241 

work sheet 
adjusted trial balance section of, 496-497 
adjustment for uncollectible accounts, 662 
depreciation adjustments on, 636, 637 
on expenses section, 207-208 
six-column, 182-185, 187-193 
ten-column, 491-494, 496-503 

working capital, 534 

writing checks, 262-263 


Z 





zero balance, 163 
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Real-World Applications 
and Connections 


Academics 
art, 389 
civics, 297, 685, 735 
ecology, 183 
economics, 75 
education, 356 
english, 579, 637 
environment, 123 
ethics, 336 
foreign language, 436 
geography, 9, 154 
health, 58, 267, 520 
history, 208, 560, 659, 709 
law, 460, 612 
literature, 241 
mathematics, 759 
music, 499 
science, 33 
technology, 108 


Accounting Flashbacks 
accounting degrees, 712 
accounting Hall of Fame, 193 
accounting history, 168, 454 
accounting organizations, 394 
archaic recordkeeping, 15, 124 
accounting textbooks, 73, 245 
adding machines, 532 
Arabic numerals, 586 
barter system, 607 
collecting taxes, 668 
currencies, LO] 
early inventions, 553, 687 
Egyptian accountants, 438 
electric calculators, 334 
electronic spreadsheets, 28 
financial records, 296 
first Computer, 369 
first credit card, 220 
Internet, 760 
investigating fraud, 740 
IRS Web site, 47 
modern accounting, 500 
modern banking, 266 
money systems, 630 


Accounting Tips 
accounting journals and stationery, 126 
book value, 631 
capital, 51 
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closing entries, 240 

check your work, 323 
careers, 575 

cost of inventory, 690 
debits and credits, 108 
direct write-off method, 653 
disposal value, 628 

errors, 362 

entrepreneurs, 554 
internships, 609 

liabilities and the law, 710 
petty cash vouchers, 607 
rules, 184 

rules of debit and credit, 76 
seasoned accountant, 757 
social security numbers, 300 
stock issues, 582 

trial balance, 166 
withdrawals, 736 

work experience, 302 


Action Quest. See Businesses 
American Airlines. See Businesses 


Analyzing Financial Reports 


analyzing employee productivity, 297 

analyzing partners’ equity, 743 

balance sheet, 665 

calculating price-earning ratios, 613 

calculating return on owner's equity, 245 

calculating return on stockholders’ equity, 
582 

classifying the balance sheet assets and 
liabilities, 561 

cost of sales, 470 

employee costs, 336 

evaluating long-term debt, 714 

evaluating partnership operating results, 761 

evaluating stockholders’ equity, 535 

evaluating working capital, 272 

founders’ letter, 375 

income statement, 527 

inventories, 687 

making sense of financial reports, 399 

operating results, 439 

return on sales, 221, 503 

vertical analysis, 628 


Art. See Academics 


Auditing 


balance sheet, 591 
calculate the missing amounts, 225 
closing entries, 249, 565 
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general journal entries, 143, 341, 411, 617, 
645, 721 

inventory sheet, 507, 695 

partnership books, 765 

paycheck, 307 

posting transactions, 475 

recording bank charges, 277 

sales journal, 443 

schedule of accounts receivable, 379 

sharing profits, 747 

T accounts, 87, 113 

trial balance, 173, 197 

work sheet, 539 

uncollectible accounts, 673 


Bally Total Fitness. See Businesses 
Ben & Jerry's Inc. See Businesses 
Bose Corporation. See Businesses 


Businesses 
Action Quest, 230 
American Airlines, 70 
Bally Total Fitness, 650 
Ben & Jerry’s Inc., 120 
Bose Corporation, 548 
Carnival Corporation, 700 
DreamWorks SKG, 44 
Electronic Arts, 624 
The Gap, 678 
Huey’s Athletic Network, 24 
Ice Pro, 514 
Intersal, 732 
King Ranch, 150 
Levi's, 386 
Microsoft, 572 
New England Aquarium, 202 
Outback Steakhouse, 598 
PETCO, 448 
Plum Creek, 752 
Rhino, 314 
Robert Half International Inc., 286 
Schwinn Bicycle Company, 482 
Sony Corporation, 418 
Timberland, 256 
Washington Metropolitan Area Transit 
Authority (WMATA), 180 
Wendy’s Old Fashioned Hamburgers, 94 
World Wildlife Fund, 4 


Calculator Hints 
calculating gross earnings, 295 
calculating time, 714 
clearing amounts, 397 
finding tax amounts, 334 


floating decimal point, 741 
starting new calculations, 580 
subtracting the same number, 270 


Careers 
accounting teacher, 584 
accounts payable accounting assistant, 689 
accounts payable manager, 165 
business consultant, 54 
carrier billing manager, 18 
Certified Public Accountant (CPA), 36 
chief accountant, 110 
controller, 274, 642 
credit analyst, 401 
division director, 530 
partner, 215 
software developer, 472 
tax specialist, 338 


Carnival Corporation. See Businesses 


Case Study: Critical Thinking 
merchandising business 
analyzing sales to decide on how to stock a 
store, 379 
analyzing ticket sales and concession food 
sales, 443 
calculating additional revenue after 
expansion, 721 
calculating net income after adjustments are 
made, 507 
calculating revenue needed to pay for 
renovation costs, 443 
cash controls and protection, 617 
choosing the most appropriate inventory 
costing method, 695 
creating a new purchasing process, 411 
designing an automated system for ordering 
merchandise, 411 
evaluating post-closing trial balances, 565 
evaluating a store’s inventory procedures, 695 
how to avoid losses from uncollectible 
accounts, 673 
how to cut costs, 539 
how to deal with duplicate invoices, 475 
how to raise money for new franchises, 591 
importance of matching cash records to 
accounting records, 617 
making an investment decision, 591 
preparing financial statements without 
adjusting entries,507 
reviewing financial statements, 565 
setting up a depreciation schedule, 645 
suggesting ideas for increasing net income, 539 
updating to an electronic cash register, 379 
using the most appropriate inventory costing 
method, 695 


utilizing appropriate human-relations skills, 
505 
offering career advice, 21 
partnership 
partnership agreements, 747, 765 
sharing revenues and expenses, 747, 765 
payroll 
designing a payroll system, 307 
estimating payroll costs of adding a shift, 341 
profiling the qualities and skills of a successful 
entrepreneur, 39 
service business 
calculating correct capital account balance, 
249 
calculating ending balance in a cash account, 
2/7 
calculating ending bank statement balance, 
277 
evaluating possible sources of money, 63 
identifying mistakes in closing entries, 249 
preparing a chart of accounts for a business, 
113, 143 
preparing an income statement, 225 
reasons the trial balance is out of balance, 173 
reasons why net income amounts do not 
match, 197 
recording financial information in a business, 
143 
writing an accounting equation for a new 
business, 87 


Check Your Understanding 

analyzing accounting, 60, 109, 164, 214, 304, 
337, 366, 376, 408, 490, 529, 562, 588, 
666, 692, 718 

communicating accounting, 17, 31, 56, 83, 
103, 125, 156, 186, 209, 222, 242, 246, 264, 
326, 357, 400, 428, 457, 504, 521, 555, 578, 
604, 629, 641, 657, 683, 715, 738, 756 

computing in the business world, 13, 35, 49, 
77, 140, 170, 194, 273, 292, 298, 321, 392, 
440, 471, 495, 536, 583, 614, 632, 670, 688, 
707, 744, 762 


Civics. See Academics 


Computerized Accounting 
adjusting entries, 508 
chart of accounts, 114 
closing the accounting period, 250 
closing the fiscal year, 566 
customizing financial statements, 592 
exploring electronic spreadsheets, 64 
general journal entries, 144 
introduction to computerized accounting 

systems, 88 

inventory costing, 696 
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maintaining cash funds, 618 

mastering purchases and cash payments, 476 

mastering sales and cash receipts, 444 

notes receivable and pavable, 722 

posting to the general ledger, 174 

preparing financial statements, 226, 540 

preparing the payroll, 308 

reconciling the bank statement, 278 

recording depreciation, 646 

recording and paying pavroll tax liabilities, 
342 

recording purchases and cash payments, 412 

sales and cash receipts, 380 

setting up the general ledger, 766 

Starting a new company, 748 

trial balance, 198, 278 

writing-off uncollectible accounts receivable, 
674 


Did You Know? 
consumer debt, 653 
consumer preferences, 72 
consumerism, 153 
counting the votes, 51 
donations, 7 
earnings, 205 
financial statements, 550 
games, 627 
managers, 602 
manufacturing, 680 
natural products, 754 
pets, 453 
prices, 29 
product development, 397 
public transit, 185 
restaurant industry, 100 
shareholders, 576 
shipwrecks, 734 
sports, 235, 485 
teen income, 289 
teen spending, 131, 317, 359 
theaters, 438 
ticket prices, 518 
ticket sales, 268 
travel, 705 


DreamWorks SKG. See Businesses 
Ecology. See Academics 
Economics. See Academics 

| ducation. See Academics 
Electronic Arts. See Businesses 


English. See Academics 
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Environment. See Academics 
Ethics. See Academics 


Ethics in Accounting 


becoming an entrepreneur, 34 
company property, 48 
computer viruses, 241 
confidentiality, 356 

financial report or repair, 213 
gossip in the workplace, 139 
handling sales returns, 554 
insufficient funds, 456 

is the boss always right, 706 
keeping promotional items, 682 
meeting a deadline, 155 
money shuffling, 320 
out-of-date goods, 489 
padding expense accounts, 193 
padding a resume, 12 

partner loyalty, 737 

payroll information, 303 

petty cash funds, 603 
pocketing differences, 263 
reporting a mistake, 520 
showing favoritism, 407 
software piracy, 82 
uncollectible accounts, 656 
using another person’s idea, 755 
using insider information, 587 
using the 800 number, 102 
who will they believe, 640 
working for a competitor, 427 


Exploring the Real World of Business 


accounts and the general ledger, 150 

analyzing adjustments, 482 

analyzing business transactions, 70 

analyzing corporate financial statements, 514 

analyzing credit losses, 650 

analyzing purchases, 386 

analyzing revenue and expenses, 94 

analyzing sales growth, 418 

becoming an entrepreneur, 24 

closing the books, 548 

controlling cash, 256 

depreciating assets, 624 

evaluating corporate stock, 572 

evaluating notes, 700 

evaluating partnership financial statements, 
792 

evaluating pavroll costs, 314 

investing equity, 44 

looking at fiscal year-end activities, 230 

looking at partnerships, 732 





looking at the role of purchases, 448 
moving into the work force, 286 
preparing financial reports, 202 
protecting cash, 598 

recording financial information, 120 
summarizing results, 180 

thinking about a career, 4 

tracking inventories, 678 


Foreign Language. See Academics 

The Gap. See Businesses 

Geography. See Academics 

Health. See Academics 

History. See Academics 

Huey’s Athletic Network. See Businesses 
Ice Pro. See Businesses 


International Accounting 
advertising, 585 
bankcard usage, 235 
business attire, 739 
business etiquette, 10, 98 
business practices, 158 
currency conversion, 33 
dating documents, 636 
decimal points, 668 
European Union, 526 
gender roles, 704 
holiday observances, 686 
immunizations, 211 
international cuisine, 402 
international etiquette, 74 
laptop safety, 427 
local dialogue, 455 
lunch meetings, 124 
misinterpreting gestures, 192 
netiquette, 260, 327 
overnight guarantee, 47 
proper names, 360 
regional preferences, 552 
social etiquette, 758 
weather forecasts, 606 
World Congress of Accountants, 494 
voltage power, 301 


Internet ; 
accounting publications, 249 
bankcards, 443 
becoming part of an organization, 379 
Big Five, 143, 197 
cash control and banking activities, 277 
certified public accounting, 113 
corporate financial statements, 539 
currency conversion, 87 


depreciating assets, 645 
electronic commerce, 475 


Financial Accounting Standards Board, 565 
financial statements for partnership, 765 


finding jobs on the Internet, 21 
fraud detection, 411 

Internal Revenue Service, 341 
inventory management, 695 
limited liability partnership, 747 
notes payable for car loans, 721 
online banking, 617 

outsourcing accounts receivable, 673 
payroll and tax records, 307 
Peachtree Accounting software, 173 
preparing financial statements, 225 
purchase versus lease, 507 

salary expectations in careers, 63 
Small Business Administration, 39 
stocks online, 591 


Intersal. See Businesses 


Journal Writing 
accomplishing goals, 3 
analyzing paychecks, 285 
business partnerships, 729 
examining inventories, 351 
keeping accurate accounting records, 43 
managing or owning a business, 597 


King Ranch. See Businesses 
Law. See Academics 

Levi's. See Businesses 
Literature. See Academics 
Mathematics. See Academics 


Math Hints 
adding columns, 236 
avoiding errors, 610 
balancing transactions, 159 
calculating percentages, 661 
calculating purchases return, 761 
calculating ratios, 217 
calculating sales discount, 435 


computing the balance in a T account, 100 


decimals, 74 

financial aid, 11 

getting the right balance, 486 
percentage change, 535 
proving cash, 452 

setting prices, 30 

using algebra, 48 


Microsoft. See Businesses 


Music. See Academics 
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New England Aquarium. See Businesses 
Outback Steakhouse. See Businesses 
Peachtree. See Computerized Accounting 
PETCO. See Businesses 

Plum Creek. See Businesses 

Rhino. See Businesses 

Robert Half International Inc. See Businesses 
SCANS. See Workplace Skills 

Schwinn Bicycle Company. See Businesses 
Science. See Academics 

Sony Corporation. See Businesses 

Source Documents 


Spreadsheet Hints 
cell addresses, 123 
understanding spreadsheet formulas, 691 
using the sum function, 559 
using symbols, 365 
writing formulas, 191 


Technology. See Academics; Computerized 
Accounting 


Timberland. See Businesses 


Washington Metropolitan Area Transit 
Authority (WMATA). See Businesses 


Wendy’s Old Fashioned Hamburgers. See 
Businesses 


Workplace Connections 
analyzing financial statements, 573 
assets and depreciation, 625 
assets, liabilities, and owner's equity, 45 
business checking accounts, 257 
business expenses and revenues, 95 
business transactions, 71 
careers, 5 
closing entries for a merchandising business, 

549 

completing the accounting cycle, 231 
employer's payroll taxes, 315 
entrepreneurs, 25 
estimating and recording uncollectible 
amounts, 651 
financial statements for a corporation, 515 
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financial statements for a sole proprietorship, 
203 

keeping track of inventory and determining 
its value, 679 

notes payable, 701 

partnership agreements, 733 

payroll deductions, 287 

posting journal entries, 151 

preparing financial statements for a 
partnership, 753 

recording business purchases, 449 

recording business transactions in a general 

journal, 121 

recording cash and credit sales, 419 

recording purchases of merchandise, 387 

records for cash funds, 599 

teamwork in preparing the work sheet, 483 

work sheets, 181 


Workplace Skills 

acquiring and analyzing data, 113 

acquiring and evaluating information, 21 

allocating time, money, materials, space, and 
staff, 379, 721 

applying technology, 63 

creative thinking, 143 

designing and improving systems, 443 

individual responsibility, 39 

integrity, 307, 617 

interpreting and communicating 
information, 173, 673 

leadership, 507 

maintaining and troubleshooting 
technologies, 565 

monitoring and correcting performance of 
systems, 411 

negotiating, 747 

selecting equipment and tools, 475, 695 

self-esteem, 765 

self-management, 341 

serving customers, 277 

sociability, 539 

teaching others, 87 

understanding social and organizational 
systems, 197 

using computers, 225 

working in teams, 249, 591 

working with diverse cultures, 645 


World Wildlife Fund. See Businesses 
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